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COMMUNICATIONS
AT THE HEART OF BUSINESS

MARKET POSITION:

WE HAVE ACHIEVED LEADERSKIP POSITIONS IN THE FOLLOWING MARKETS:

No. 1 in worldwide IP Telephony!

No. 2 in worldwide Enterprise Telephony?

No. 1 in the US in Voice Messaging?, Unified Communications? and Unified Messaging®
No. 1 in Call Centers in North America®, Latin America®, Asia Pacific® and Western Europe’
No. 1 in the US in PBX Maintenance Services?

Sources: 1 Synergy Research Group; 2 Dell’'Oro Group 3 InfoTech; 4 The Pelorus Group; 5 The Radicati Group; 6 Frost & Sullivan; 7 Gartner Inc.
All as of year-end fiscal 2004. ‘

FINANCIAL HIGHLIGHTS
For fiscal year ending September 30, 2004.
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AVAYA

211 Mt. Airy Road
Basking Ridge, New Jersey 07920 -

Donald K. Peterson
~ Chairman of the Board o
and Chief Executive Officer

January 4, 2005
.Dear Shareholder:

Fiscal 20()_4 was-a period marked by a number of significant, positive developments for Avaya, all of
which reinforced the strength of our vision, the importance of our strategic advantages in the marketplace, the
commitment of our employees around the world, and our ability to build value for shareholders.

Nowhere is the substantial progress we have made more readily apparent than in the improvements we
have made in our financial strength and profitability. We s1gmﬁcant1y strengthened our balance sheet by
increasing cash and reducing debt, while increasing operating. cash flow by $310 million and operating income
by $260 million, and posting our first annual profit since becoming an.independent company four years ago.

During fiscal 2004, we also enhanced our leadership position in the enterprise telephony market, gaining
increased market share and mind share. The principal driver of growth in this market—the transition by
enterprises to IP telephony—gained momentum as we moved through the year. Customers are increasingly
looking to realize the benefits that IP telephony solutions offer to improve productivity and enhance revenues.

We believe we are well posmoned to beneﬁt from this growmg demand due to our strategic differentiation in
the marketplace

To further strengthen our: position in our core market we made a number of 1mportant strategic moves
during the year that sharpen our focus, enhance our product/service portfolio and extend our footprint.

The success we enjoyed throughout fiscal 2004 was the direct result of the hard work of our employees
since we became an independent company. During the past four years, through the industry’s ups and downs,
we never lost focus on delivering on our commitment to shareholders. We have built a strong foundation for
success and now are beginning to see evidence of this success. We have come a long way in a relatively short
penod of time, and believe our future is filled with promise and opportunity.

In fiscal year 2004, we grew revenues, captured the operating leverage in our busmess model,
substantially improved operating income, and significantly strengthened our balance sheet.

Revenues overall grew by $273 million for the year, and we continued to keep a tight lid on our
expenses. This financial discipline, which is now firmly entrenched in our culture will help enable us to
continue to drive profitable growth. Our operating cash flow was $479 million and operating income was
$323 million. Importantly, all three_ business segments were profitable for the year.

We ended the year with a strong cash position of $1.6 billion, up from $1.2 billion in fiscal 2003. We
successfully worked to-de-leverage the balance sheet and reduced total debt by.37.8%. This included retiring
$356 million in senior secured notes. We have taken further steps in 2005 to reduce debt by retiring most of
the remaining senior secured notes and by redeeming our convertible securities.

Increased enterprise spending on IP telephony helped drive our revenue growth, as the technology
transition by customers gamed traction during the year.

Fiscal 2004 marked an inflection point for enterprises of all sizes in thelr migration to IP telephony.
What is driving this transition? While the initial focal point for enterprises was cost reduction, we believe that
customers today are more attracted to the productmty improvements and transformative. beneﬁts IP telephony
offers their business operations.
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When we look at Avaya’s product sales during the course of fiscal 2004, we see ample evidence that
enterprises are making the technology transition to IP telephony, particularly in the U.S. market. This is
demonstrateéd by the accelerating product sales growth we generated during fiscal 2004, and specifically by the
double digit quarter over quarter growth in product sales during the second half of the year.

As of today’s date, more than 2800 of our customers have over 1000 lines of IP telephony deployed, and
we’ve shipped 35,000 IP Office systems, our small and medium business systems solutions. Sales of servers,
software and gateways showed robust growth, and the increase in IP line shipments continues to more than
offset the decrease in TDM line shipments.'

Today; Avaya is one of the leaders in enterprise telephony revenue and IP telephony ports shlpped and
we will continue to capture the growth opportunities presented by the IP telephony market, both domestically
and internationally. ‘

Underlying this momentum is Avaya’s strategic differentiation in the marketplace.

We are the only company in our market that is exclusively focused on the enterprise. Our significant
voice expertlse our-large installed customer base, a comprehensive suite of apphcatlons and an end-to- end
portfolio of services offerings set us apart from our competitors.

These-advantages enable us to give customers a real choice when they-decide to migrate to IP telephony.
We stay focused on our customers’ return on investment and work very hard to provide IP telephony solutions
tailored to| their specific needs—now and in the future. That means working with open platforms, and helping
customers evolve their’ existing networks at their own pace and on their own terms.

Our Global Services business continues to enhance our strong position in the market as a major
IP telephony supplier with a full portfolio of products and services offermgs Looking ahead; we believe
there is a real opportunity to grow our Services business as the technology transition to IP telephony
accelerates. Enterprise customers will need deeper partnerships as they detérmine the best ways to integrate
IP telephony solutions into their operations. Avaya’s professional services capabilities in the planning, design, '
implementation and management of IP solutions will continue to set us apart and provide added value to
our customers. Secunty, remote momtormg and ‘diagnostics are additional key offermgs provided by Avaya
Global Seérvices.

On the maintenance side, we have added tele-web marketing capabilities to help our customers reach us
for support and services. This new capability will not only make it easier for customers to do busmess with
us, it will also help lower costs for both Avaya and our customers.

f

Throughout the year, we enhanced and introduced new products, and announced strategic alliehces to
help ouri customers use IP Telephony to improve their business processes.

Early in the year, we launched a portfolio of products that includes a new generation of market- leadmg
software |applications, media servers and gateways for small, medium and large enterpnses, and a full range of
desktop and wireless IP telephones. ,

We flso integrated Session Initiation Protocol——an mdustry standard that enables users to conduct
multimedia communications sessions—into our portfolio of IP-based Avaya MultiVantage™ Communications
Applications. Our new converged mobility products extend IP telephony to wireless networks and deliver the
benefits of desktop communications to employees wherever they ‘are in a building. We additionally launched
Avaya Contact Center Express, our first complete multimedia contact center solution designed solely for
medium, sized businesses.

We: have also entered into a number of partnerships and alliances geared toward helping us deliver the
IP products and services that enterprises need to save time and money, improve efficiency and more effectively
conduct{thelr business. These include a collaboration with Polycom®, Inc. to develop and market new IP- ;
telephony -enabled video solutions and for Avaya to sell and service Polycom products globally. In early 2005,
we expect to launch new products from our collaboration' with Motorola Inc. and Proxim Corporation, product
offermgs that enable seamless mob1hty between cell phone systems and wireless LANSs. For enterprises using the
system, lcell phones would have all of the functionality of—and could actually replace—traditional ofﬁce phones.
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Avaya announced a multiyear, multimillion-dollar strategic alliance with Extreme Networks Inc. to jointly
develop and market converged communications solutions. Avaya will also resell Extreme’s data networking
products and provide comprehensive planning, design, implementation and management services support
through our Global Services area. We have also.expanded. our alliance with International Business Machines
Corporation (IBM) to jointly deliver speech-enabled self-service solutions that allow easier and more cost-
effective deployment of customized speech applications throughout a business..

We are focused on building 2 company with the size and scale to compete in global markets.

During fiscal 2004, we made key acquisitions and divestitures to help bolster our competitive position
both domestically and internationally. In early fiscal 2004, we sold our Connectivity Solutions business to
sharpen our focus on faster growing market segments.

We purchased substantially all of the assets of Expanets, Inc. to add strength in the small and medium
business markets. To enhance our services offerings around design, implementation and management of
converged networks, we purchased the professional and managed services businesses of, and service delivery
technology assets from, Vista Information Technologies Inc. Later in the year we increased our ownership
interest in Tata Telecom Ltd., a leading distributor of Avaya products in India. Avaya now owns a majority
interest in that company, which has been renamed Avaya GlobalConnect Ltd. Our acquisition of Spectel plc,
a world leader in audio and web conferencing solutions, closed in early fiscal 2005 and adds an important
dimension to our conferencing applications.

Shortly after the close of the fiscal year, we announced the completion of the acquisition of Tenovis
GmbH & Co. KG, a major European provider of enterprise communications systems and services. Tenovis
will greatly enhance Avaya’s size and scale in Europe, and represents a major step in our plan to grow our
business globally. Our companies have complementary businesses and strategies, which makes Tenovis an
excellent strategic and operational fit.

Based on industry analyst reports, the addition of Tenovis makes us #3 in market share in Europe
measured in lines shipped. Our leading-edge portfolio of systems and applications, and Tenovis’s extensive
- customer base and sales/service infrastructure, form a powerful combination and a strong platform for Avaya’s
growth in Europe. With this transaction, we gain the opportunity to generate a higher level of product sales to
Tenovis’s installed base, to expand relationships with multinational customers operating on both continents,
and to win new customers in Europe. Finally, the Tenovis acquisition positions us extremely well to capitalize
on the acceleration in IP-PBX adoption that is expected in Europe.

Looking Ahead

As we move into fiscal 2005, it’s clear that we have built a strong foundation for our future growth and
success, We’'ve improved our operations and created a business model geared for profitable growth. We’ve
enhanced our product and service offerings, strengthened our competitive positioning and reinforced our
strategic advantages. Perhaps most importantly, we have instilled in our company a deep commitment to
delivering on our strategic goals and objectives.

it's also clear, from the actions we have taken so far in 2005, that we are approaching the new year with
the same focus and energy that we have brought to our company since we became independent four years
ago. Our recent steps to further reduce debt and the acquisitions of Tenovis and Spectel improve our financial
strength and competitive positioning. The success we are enjoying is a direct result of the important
contributions made by our employees. Everyone at Avaya has contributed to our success, and I want to thank
our employees, our management team and our Board of Directors for their hard work.

1 would also like to thank you, our shareholders, for your support of our efforts. I look forward to
sharing our progress with you as we move through 2005.

Sincerely,

Donald K. Peterson
Chairman of the Board and
Chief Execurive Officer
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AVAyA

211 Mt. Airy Road
‘Basking Ridge, New Jersey 07920

NOTICE ()F THE .
2005 ANNUAL MEETING OF SHAREHOLDERS

January 4, 2005

‘ To our Shareholders:

The Annual Meeting of Shareholders of Avaya Inc., a Delaware corporation, will be held on Tuesday,
February 15, 2005 at 9:00 A.M., Eastern Standard Time, at Raritan Valley Community College, Rt. 28 and
- Lamington Rd., North Branch, New Jersey 08876 for the following purposes:
(1) To elect four Directors; and
(2) To transact such other business as may properly come before the meeting.

The record date for the determination of the shareholders entitled to vote at the meeting or at any
adjournment thereof is the close of business on December 20, 2004.

"Alist of shareholders entitled to vote at the Annual Meeting will be open to examination by any
shareholder, for any purpose germane to the meeting, at the location of the Annual Meeting on February 15,
2005 and during ordinary business hours for ten days prior to the meetmg at 211 Mt. Airy Road, Basking
Ridge, New Jersey 07920.

Please note that only shareholders and their proxies are invited to attend the Annual Meeting. If you plan
to attend, please check the box provided on the accompanying ‘proxy card or, it you vote over the Internet,
follow the instructions provided to indicate that you plan to attend. Whether or not you plan to attend, we

urge you to complete, sign and return the enclosed proxy card or to vote over the Internet or by telephone so
that your shares will be represented and voted at the Annual Meetmg

By Order of the Board of Directors

Pamela F. Craven -
Secretary

WE URGE SHAREHOLDERS TO MARK, SIGN AND RETURN
PROMPTLY THE ACCOMPANYING PROXY CARD
OR TO VOTE OVER THE INTERNET OR BY TELEPHONE
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211 Mt. Airy Road
Basking Ridge, New Jersey 67920

PROXY STATEMENT FOR THE 2005. ANNUAL MEETING OF SHAREHOLDERS

About the Annual Meeting
Why have [ received these materials?

. The accompanying proxy, being mailed and made available electronically to shareholders on or about
January 4,.2005, is solicited by the Board of Directors of Avaya Inc. (referred to throughout this Proxy
Statement as “Avaya,” “the Company,” “we” or “our”) in connection with our Annual Meeting of
Shareholders that will take place on Tuesday, February 15, 2005. You are cordially invited to attend the
Annual Meeting and are requested to vote on the proposals descrlbed in this Proxy Statement.

Who is entitled to vote at the Anniual Meenng7
Holders of common stock (“Common Stock™) of Avaya as of the cIose of business on December 20, 2004
will be entitled to vote at the Annual Meeting. On October 1, 2004, there were outstanding and entitled to vote
. 455,843,490 shares of Common Stock, each of which is entitled to one vote with respect to' each matter to be voted
on at the Annual-Meeting. B '
How do I'vote my shares at the Annual Meeting? -
'If you are a “record’” shareholder of Common Stock (that is, if you hold Common Stock in your own
name in Avaya’s stock records maintained by our transfer agent, The Bank of New York), you may complete
" and sign the accompanying proxy card and return it to Avaya or deliver it in person. In addition, you may
vote through the Internet or by using a toll-free telephone number by following the instructions included with.
your proxy card. Please be aware. that if you vote over the Internet, you may incur costs such as telephone
and Internet access charges for which you will be responsible. The Internet-and telephone voting facilities for
shareholders of record will close at 11:59 P.M. Eastern Standard Time on February 14, 2005.

“Street name”.shareholders of Common Stock (that is, shareholders who hold Common Stock through a
broker or lother nominee) who wish to vote’at the Annual Meeting will need to obtain a proxy form from the
institution that holds their shares and to follow the voting instructions on that form.

If you are a participant in the Avaya Savings Plan, the Avaya Savings Plan for Salaried Employees or the
Avaya Savings Plan for the Variable Workforce or hold Common Stock in an Avaya Employee Stock Purchase
Plan account, you will receive one proxy card for all shares that you own through those savings plans and in
your Em;‘ﬂoyee Stock Purchase Plan account. That proxy card will serve as a voting instruction card for the
trustees or administrators of those plans where all accounts are registered in the same name. If you own
shares through the savings plans or in an Employee Stock Purchase Plan account and do not vote, the savings
plan trustees will vote your plan shares in the same proportion as shares for'which instructions were received
under each savings plan, and shares held in'an Employee Stock Purchase Plan account will be voted in

accordance with normal brokerage industry practices.
Can 1l change my vote after I retrn iy proxy card or after I vote electronically or by telephone?

Yes.' After you have submitted a proxy, you may change your vote at any time before the proxy is
exercised by submitting a notice of revocation or a proxy bearing a later date. Regardless of whether you
voted using a traditional proxy card, through the Internet or by telephone, you may use any of those three
methods to change your vote. You may change your vote either by submitting a proxy card prior to the date
of the Annual Meeting or by voting again prior to the time at which the Internet and telephone voting
facilities iclose by following the procedures applicable to those methods of voting. In each event, the later
submitted vote will be recorded and the earlier vote revoked.
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What constitutes a quorum for purposes of the Annual Meeting?

The presence at the Annual Meeting in person or by proxy of the holders of a majority of the voting
power of all outstanding shares of Common Stock entitled to vote shall constitute a quorum for the transaction
of business. Proxies marked as abstaining (including proxies containing broker non-votes) on any matter to be
acted upon by shareholders will be treated as present at the meeting for purposes of determining a quorum but
will not be counted. as votes cast on such matters.

What vote is required to approve each item?

The election of Directors at the Annual Meeting requires the affirmative vote of a plurélity of the votes
cast at the Annual Meeting by shares represented in person or by proxy and entitled to vote for the election
of Directors. '

Each other item to be voted upon at the Annual Meeting requires the affirmative vote of a majority of the
shares represented in person or by proxy and entitled to vote on the matter for approval.

A properly executed proxy marked “ABSTAIN” with respect to any matter will not be voted, although it
will be counted for purposes of determining whether there is a quorum. Accordingly, an abstention on any
matter will have the effect of a negative vote on that matter. If you hold your shares in “street name” through
a broker or other nominee, shares represented by “broker non-votes” will be counted in determining whether
there is a quorum but will not be counted as votes cast on any matter.

What information do I need to attend the Annual Meeting?

You will need an admission ticket to attend the Annual Meeting. If you are a record shareholder who
received a paper copy of this Proxy Statement, an admission ticket is included with the mailing and is attached
to the proxy card. If you are a street name shareholder or 'if you have received your proxy materials
electronically, you can obtain an admission ticket in'advance by sending a written request, along with proof of
ownership, such as a bank or brokerage account statement or a statement indicating your holdings in an Avaya
savings plan or Employee Stock Purchase Plan account, to our transfer agent, The Bank of New York, at Avaya
Shareholder Services, P.O. Box 11033, New York, New York 10286-1033. If you arrive at the Annual Meeting
without an admission ticket, we will admit you only if we are able to verify that you are an Avaya shareholder.

How does the Board recommend that I vote my shares?

Unless you give other instructions on your proxy card, the persons named as proxy holders on the proxy
card will vote in accordance with the recommendations of the Board of Directors. The Board’s
recommendation is set forth together with the description of each item in this Proxy Statement. In summary,
the Board recommends a vote:

e FOR the Directors’ proposal to elect the nominated Directors set forth on page 5 of this Proxy
Statement. '

With respect to any other matter that properly comes before the Annual Meeting, the proxy holders will
vote as recommended by the Board of Directors or, if no recommendation is given, in their own discretion in
the best interests of Avaya. At the date this Proxy Statement went to press, the Board of Directors had no
knowledge of any business other than that described in this Proxy Statement that would be presented for
consideration at the Annual Meeting.

Who will bear the expense of soliciting proxies?

Avaya will bear the cost of soliciting proxies in the form enclosed. In addition to the solicitation by mail,
proxies may be solicited personally or by telephone, facsimile or electronic transmission by our employees
and by a third-party proxy solicitation company. We have engaged Georgeson Shareholder Communications
Inc., 17 State Street, New York, New York 10004, to assist in solicitation of proxies at an estimated fee of
$11,000 plus disbursements. We may reimburse brokers holding Common Stock in their names or in the
names of their nominees for their expenses in sending proxy materials to the beneficial owners of the
Common Stock. '
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What if multiple shareholders share the same address?

In accordance with notices previously sent to eligible record shareholders who share a single address, we
are sending only one annual report and proxy statement to that address unless we received instructions to the
contrary from any record shareholder at that address. This practice, known as “householding,” is designed to
reduce our printing and postage costs. However, upon written or oral request, we will deliver promptly a
separate copy of the annual report and proxy statement to a record shareholder who has been householded.
Such reqliests can be made by contacting our transfer agent, The Bank of New York, at 1-866-22-Avaya (or
1-866- 222-8292) or by writing to The Bank of New York at Avaya Shareholder Services, P.O. Box 11033,
New York, New York 10286-1033. If you are a record sharcholder and would like for your proxy materials to
be houseliolded, you can contact our transfer agent at the number and address in the preceding sentence and
request information on how to participate in householding for future annual meetings. In addition, if you are a
record shareholder who no longer wishes to participate in householding, you can use the above-referenced
telephone number and address to notify Avaya that you wish to receive a separate annual report and proxy
statement for future annual meetings.

If you are a street name shareholder and own your shares through a broker or other nominee, you can
request to participate in householding, or alternatively can request separate copies of the annual report and
proxy statement, by contacting your broker or nominee.

Is there any information that I should know about future annual meetings?

Shareholder Proposals

Any shareholder who mtends to present a proposal at the 2006 Annual Meeting of Shareholders (the
“2006 Annual Meeting”) must deliver the proposal via standard mail, overnight delivery or other courier, to
the officé of the corporate secretary at 211 Mt. Airy Road, Basking Ridge, New Jersey 07920:

e not later than September 6, 2005, if the proposal is submitted for inclusion in our proxy materials for
that meeting pursuant to Rule 14a-8 under the Securities Exchange Act of 1934; or

. on or after December 2, 2005, and on or before January 1, 2006, if the proposal is submitted pursuant
to Avaya’s by-laws, in which case we are not required to include the proposal in our proxy materials.

Electronlic Access to Proxy Materials and Annual Reports

~ This Proxy Statement and Avaya’s 2004 Annual Report are available on Avaya’s Internet site at
http://ini/estors.avaya.com/ﬁnancials. Most shareholders can elect to view future proxy statements and annual
reports over the Internet instead of receiving paper copies in the mail. All shareholders (beneficial and street
name) can save Avaya the cost of producing and mailing these documents by visiting Avaya’s Investor
Relations website at http://investors.avaya.com and following the instructions on how to sign up for electronic
delivery of shareholder materials. In addition, if you are a record shareholder who is voting by telephone or
over the Internet, you can choose this option by following the instructions provided. Moreover, if you are a
street name shareholder, you can refer to the information provided by the institution that holds your shares
and follow that institution’s mstructlons on how 1o elect to view future proxy statements and annual reports
over the Internet

Where jcan I find more information about Avaya?

Av;aya maintains a corporate website at www.avaya.com. Shareholders can find additional information
about the Company through the Investor Relations website, located at http://investors.avaya.com, and through
the corborate governance website located at http://investors.avaya.com/governance. Please note that none of
the information located on our websites is incorporated by reference in this Proxy Statement.
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L. PROPOSAL

Directers’ Proposal te Elect Directors

" Our Board of Directors consists of three classes, Class 1, Class 2 and Class 3, with each class serving for
a full three-year term. Mr. Odeen, Ms. Runtagh, Dr. Stern and Mr. Wallman are Class 1 Directors' who are
nominees for reelection at the Annual Meeting. If elected, they will serve until our 2008 annual meeting. The
Class 2 Directors will be considered for reelection at our 2006 annual meeting. The Class 3 Directors will be
considered for reelection at our 2007 annual meeting. Directors will be elected by the affirmative vote of a
plurality of the votes cast at the Annual Meeting by shares represented in person or by proxy -and entitled to
vote for the election of Directors. .

Information with Respect to Nominees and Continuing Directors
The following table sets forth as of October 1, 2004 information as to persons who serve as our Directors.

Name . Age Position Term Expires
Donald K. Peterson ............. 55 Chairman and CEO 2007
Bruce R. Bond ......... . 58 Director ' 2006
Joseph P. Landy ................ 43 Director 2007
Mark Leslie ....oooevvinnnnnn. .. 58 Director ' 2007
Philip A. Odeen ................. 69 Director ’ 2005
Hellene S. Runtagh .......... . 56 Director 2005
Daniel C. Stanzione ............. 59 Director ‘ 2006
Paula Stern ............ ..ol 59 Director 2005
Anthony P. Terracciano ......... 65 Director 2007
Richard F. Wallman ...... P 53 Director 2005

Ronald L. Zarrella ........... . 54 Director 2006

Nominees for Reelection at this Annual Meeting (CBass Y]

Philip A. Odeen has been a Director of Avaya since October 25, 2002. Mr. Odeen has been the non-
executive Chairman and interim Chief Executive Officer of The Reynolds and Reynolds Company (“Reynolds
and Reynolds™) since July 7, 2004. Mr. Odeen served as Chairman of TRW, Inc. (“TRW”) from February
2002 until its acquisition by Northrop Grumman Corporation (“Northrop Grumman™) in December 2002.
From January 2002 to February 2002, he served as a consultant to TRW. Mr. Odeen was Executive Vice
President of Washington Operations of TRW from 2000 to 2002 and was Executive Vice President and
General Manager of TRW Systems & Information Technology from 1997 to 2000. In addition to serving on
the board of Reynolds and Reynolds, Mr. Odeen is currently a director of The AES Corporatlon Convergys -
Corporation, and Northrop Grumman.

Hellene S. Runtagh has been a Director of Avaya since February 25, 2003. Ms. Runtagh served as
President and Chief Executive Officer of the Berwind Group (“Berwind”) from 2001 to 2002. Prior to joining
Berwind, Ms. Runtagh was Executive Vice President of Universal Studios from 1999 to 2001. Ms. Runtagh
currently is a director of Covad Communications Group Inc. and Lincoln Electric Holdings, Inc. ;

Paula Stern has been a Director of Avaya since December 2, 2002. Dr. Stern has been Chairwoman of
The Stern Group, Inc., a Washington, D.C. based economic analysis and international business and trade
advisory firm, since 1988. Dr. Stern has held several high-level government positions dealing with international
trade and foreign policy, including commissioner and chairwoman of the U.S. International Trade Commission. She
currently serves on the boards of directors of Avon Products, Inc., Hasbro Inc. and The Neiman Marcus Group, Inc.

Richard F. Wallman has been a Director of Avaya since December 12, 2003. Mr: Wallman served as
Senior Vice President and Chief Financial Officer of Honeywell International Inc. (and its predecessor

AlliedSignal Inc.) from 1995 to July 2003. Mr. Waliman currently serves on the boards of directors of Ariba, '
Inc., ExpressJet Airlines, Inc., Hayes Lemmerz International, Inc. and Lear Corporation.
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Directors ‘with Terms Expiring in 2006 (Class 2)

Bruce R. Bond has been a Director of Avaya since February 25, 2003. Mr. Bond is a retired executive
with over 20 years of experience in the telecommunications industry. From- 1998 to 2000, Mr. Bond served as
Chairman and Chief Executive Officer of PictureTel Corporation. In addition to serving on Avaya’s Board, Mr.
Bond is icurrently a Trustee of State Street Research and Management Company. '

Daniel C. Stanzione has been a Director of Avaya since September 30, 2000. Dr. Stanzione is President
Emeritus of Bell Laboratories, where he began his career in 1972. He served as Special Advisor to the
Chairmah of Lucent Technologies Inc. (“Lucent”) from October 1999 to October 2000. Dr. Stanzione served -
as Chief Operating Officer of Lucent from November 1997 to October 1999 and as the President of Bell
Laboratéries from January 1995 to October 1999. Dr. Stanzione is currently a director of Quest Diagnostics
Incorporated and Internap Network Services Corporation.

. Ronald L. Zarrella has been a Director of Avaya since February 27, 2002. Since November 2001,

. Mr. Zarrella has been Chairman and Chief Executive Officer of Bausch & Lomb Incorporated. Prior to that,

- he spent seven years with General Motors Corporation, where, from 1998 to 2002, he was Executive Vice
Presidem and President of General Motors North Amerioa. :

‘ Dlrectors with Terms Explrmg in 2007 (Class 3)

Joseph P. Landy has been a Director of Avaya since January 6, 2003. Mr. Landy has been a managing
member of Warburg Pincus LLC since October 2002 and has been co-president of Warburg Pincus LLC since
April 2002. From September 2000 to April 2002, Mr. Landy served as an executive managing director of
Warburg Pincus LLC. Mr. Landy has been with Warburg Pincus LLC since 1985. Mr. Landy was nominated
for election to our Board by the Warburg Pincus Entities in connection with the transactions described under
“Corporate Governance and Related Matters—Certain Relationships and Related Party Transactions.”

Mark Leslie has been a Director of Avaya since July 19, 2001. Since 2000, Mr. Leslie has been the
Managing Director of Leslie Ventures, a private investment company. He is also an adjunct professor at
Stanford Graduate School of Business and Stanford University—Graduate Engineering. Mr. Leslie was
Chairman of the Board of Veritas Software Corporation (*“Veritas™) from April 1997 until December 2001, and
he was'President and Chief Executive Officer of Veritas from 1990 to 2000. Mr. Leslie is currently a director
of Network Appliance, Inc. and a number of private high-technology companies..

Donald K. Peterson has been the Chairman of our Board of Directors since January 2002 and our
President and Chief Executive Officer and a Director of Avaya since September 30, 2000. In addition,
Mr. Peterson served as the Vice Chairman of our Board of Directors from November 2, 2000 to January 2002.
Mr. Peterson was the Executive Vice President and Chief Executive Officer of Lucent Technologies Inc.’s
(“Lucent”) Enterprise Networks Group from March 1, 2000 until September 30, 2000. He was Executive Vice
President and Chief Financial Officer for Lucent from February 1996 until March 1, 2000 following his
employment with AT&T Corp. Mr. Peterson is a director of The Reynolds and Reynolds Company and a
Trusteo of the Teachers Insurance and Annuity Association (TIAA).

Ahthony P. Terracciano has been a Director of Avaya since February 25, 2003. Mr, Terracciano served on
the ‘bo?rd of directors of American Water Works Company Inc. from 1997, and held the position of Vice
Chairman from 1998, until its acquisition by Thames Water in January 2003, From July 2000 to January 2002,
he was chairman of Dime Bancorp, and he previously held executive positions with First Union Corporation,
First Fidelity Bancorporation, Mellon Bank Corp. and Chase Manhattan Bank. Mr. Terracciano currently is a
director of IKON Office Solutions and Riggs National Corporation. Mr. Terracciano previously served as a
Director of Avaya as a nominee of the Warburg Pincus Entities, but he resigned as a Director effective
December 19, 2002 in connection with transactions discussed under “Corporate Governance and Related
Matters—Certain Relationships and Related Party Transactions.” On the Board’s own motion, Mr. Terracciano
was subsequently re-elected to the Board in February 2003 with no affiliation to the Warburg Pincus Entities.

“THE BOARD OF DIRECTORS RECOMMENDS THAT YOU VOTE FOR THE ELECTION OF
MR ODEEN, MS. RUNTAGH, DR STERN AND MR WALLMAN.
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II. CORPORATE GOVERNANCE AND RELATED MATTERS

CORPORATE GOVERNANCE GUIDELINES

The Board of Directors has adopted the Avaya Inc. Corporate Governance Guidelines (the “Guidelines”)
to address significant corporate governance issues. The Guidelines provide a framework for Avaya’s corporate
governance initiatives and cover topics including, but not limited to, Board and committee composition,
Director compensatlon and Director tenure. The Governance Committee of the Board of Directors is
responsible for overseeing and reviewing the Guidelines and reporting and recommending to the Board any
changes to the Guidelines.

- The Guidelines provide that .a majority of the members of the Board must meet the criteria for
independence as required by applicable law and the NYSE listing standards. No Director qualifies as
independent unless the Board determines that the Director has no direct or indirect material relationship with
the Company. Along those lines, our Board has determined that, with the exception of Mr. Peterson, all of our
Directors are independent. In making that determination, the Board applied the following standards, in
addition to any other relevant facts and circumstances: :

o A Director who is an employee, or whose immediate family member is an executive officer of the
Company, is not independent until three years after the end of such employment relationship.

o A 'Director who receives, or whose immediate family member receives, more than $100 000 per year
in direct compensation from the Company, other than director and committee fees and pension or
other forms of deferred compensation for prior service (provided such compensation is not contingent
in any way on continued service), generally is not independent until three years after he or she ceases
to receive more than $100,000 per year in stich compensation.

e A Director who is affiliated with or employed by, or whose immediate family member is affiliated
with or employed in a professional capacity by, a present or former internal or external auditor of the
Company is not independent until three years after the end of either the affiliation or the employment
or auditing relationship.

e A Director who is employed, or whose immediate family member is emp]o'yed, as an executive
officer of another company where any of the Company’s present executives serves on that company’s

« compensation committee is not 1ndependent until three years after the end of such:service or the
employment relationship.

» A Director who is an executive officer or an employee, or whose immediate family member is an
executive officer, of another company that makes payments to, or receives paymeént from the
Company for property or services in’an amount which, in any single fiscal year, exceeds the greater
of $1 million or 2% of such other company’s consolidated gross revenues, in each case is not
independent until three years after falling below such threshold. :

e A Director who is, or whose immediate family member is, an officer, director or trustee of a not-for-
proﬁt organization that received contributions from the Company during the organization’s most
recent fiscal year equal to or greater than the lesser of $50,000 and one percent of the organization’s
total annual donatlons is not independent. S

-Subsequent to' the Board’s determmatlon as to D1rector independence, the NYSE independence
requirements were revised. The revisions primarily narrow the application of the standard set forth in the third
bullet point above concerning auditor relationships. As revised, that standard would provide that a director is
not independent if (i).the director or an immediate family member is a current partner of a firm that is the
company’s internal or external auditor, (i) the director is a current employee of such a firm, (iii) the director
has an immediate family member who is a current employee of such a firm and who participates in the firm’s
- audit, assurance or tax compliance (but not tax planning) practice, or (iv) the director or an immediate family
member was within-the last three years (but is no longer) a partner or employee of such a firm and personally
worked on the company’s audit within that time. We believe that an analysis of the independence of Avaya’s
Directors under the NYSE guidelines as revised results in the same conclusion as under the standards listed in
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the bullet points above,.namely: that,‘with the exception of Mr. Peterson, all of our Directors are independent
under apphcable law and NYSE rules

CODE OF CONDUCT

. Avaya has adopted a worldw1de Code of Conduct, ent1tled Operatmg with Integrzty, wh1ch is desrgned to
help Directors and employees resolve ethical issues in an increasingly complex global business environment.
The Code of Conduct appl1es to all Difectors and employees, including the Chief Executwe Officer, the Chief
Financial!Officer, the Controller and any other employee with any responsjbility for the preparation and filing.
of documents with thée SEC. The Code of Conduct covers topics including, but not Jimited to, conflicts of |
. interest, conﬁdentlallty of information, and compliance with laws and regulations. The Code of Conduct is
available at Avaya’s corporate governance website located at http://investors.avaya. com/governance. Avaya
may post amendments to or waivers of the provisions of the Code of Conduct made with respect to any of our
Directors: and executive officers on that website. During fiscal 2004, no amendments to or waivers of the
prov1s1ons of the Code of Conduct were made w1th respect to any of our Dlrectors or executlve ofﬁcers

BOARD OF DIRECTORS’ MEETINGS COMMITTEES AND. FEES

Our Board of Directors held a total of 10 meetings during-the fiscal year ended September 30, 2004.
During fiscal 2004 all of our Directors attended 75% or more of the meetings of the Board and meetings of
comrmttees of the Board on which they served. As a-general matter, Board members are expected to attend
Avaya s annual meetings. At Avaya’s 2004 annual meetmg, all members of the Board and nominees for
elecuon to the Board were present except for Mr. Leslie, who was unable to attend as a result of an illness.

The standmg commitiees of the Board of Directors are the Aud1t Comrmttee the Compensation
Committee, the Finance Committee, the Governance Committee, which, in addition to its other functions, acts
as a nominating committee, and the Strategy Committee.

Audit Committee .

" The Charter of the Audit Committée of the Board of Directors is attached to this Proxy Statement as
Appendix A. In addition, it is available on our corporate governance website at http://investors.avaya.com/
governance. The Charter of the Audit Committee requires that the Audit Committee be comprised of at least
three mémbers, all .of whom are Non-employee Directors and at least one.of whom is an “audit committee
financial'expert,” as defined by the Securities and Exchange Commission. The members of the Audit Committee
are Mr. Wallman (Chairman), Mr. Bond, Mr. Leslie, Dr. Stanzione, Dr. Stern and Mr. Terracciano, all of whom
meet the independence requirements of the NYSE. The Board has detenmned that Messrs Terraccrano and
Wallman are audit comumittee financial experts

The Audit Committee has sole and direct authority to engage, appoint, evaluate, compensate and replace
the independent auditors, and it reviews and approves in advance all audit, audit related and,non—audit services
performed by the independent auditors (to the extent those services are permitted by the Securities Exchange
" Act of 1934, as amended). The Audit Committee meets with our management regularly to consider the

adequacy of our internal ¢ontrols and financial reporting process and the reliability of our financial reports to
-the public. This committee also meets with the independent auditors and with our own appropnate financial
personnel and internal auditors regardtng these matters. Both the mdependent audltors and the internal auditors
regularly meet privately with this committee and have unrestricted access to this committee. The Audit
Committee examines the independence and performance of our internal auditors and our independent auditors.
In addition, among its other responsibilities, the Audit Committee reviews our critical accounting policies, our
‘annual and quarterly reports on Forms 10-K and 10-Q, and our earnings releases before they are published.
The Audit Committee held 11. meetings during fiscal 2004. See “—Audit Committee- lnformahon—Report of
Audit Committee” on page ll of this Proxy Statement for more 1nformat10n : :

Compensatlon Commlttee

The Compensation Committee Charter is available on our corporate governance website at -
http://investors.avaya.com/governance. The Compensation Committee Charter requires that the committee
be comprised of at least three members, all of whom are Non-employee Directors and meet the independence
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requirements of the NYSE. The members of the Compensation Committee are Messrs. Odeen (Chairman),
‘Landy, Wallman and Zarrella and Ms. Runtagh, alt of whom meet.the independence. requirements of. the
NYSE. The committee provides oversight and-guidance in the development of compensation-and benefit
programs for all employees of the Company and administers. management incentive compensation plans. The
Committee reviews the individual goals and objectives of, and evaluates the performance of, the Chief
Executive Officer (CEQ), and it sets the CEO’s compensation based on that evaluation. The committee also
establishes the compensation of officers and reviews the compensation of Directors. Moreover, the Committee
is responsible for reviewing and approving separation packages and severance benefits for the CEO and the
CEO’s direct reports. To assist it in performing its duties, the Committee has sole authority to retain, at the
Company’s expense, and terminate any compensation consultant. Prior to February 26, 2004, the Compensation
Committee and the Governance Committee operated as one committee called the Corporate Governance and
Compensation Committee, which held 6 meetings during fiscal 2004. After February-26, 2004 and for the
remainder of fiscal 2004, the Compensation Commrttee operated as a separate committee, and held.-4 meetmgs

for a total of 10 meetings during fiscal 2004...

_Fmance Commlttee

The charter for the Finance Comm1ttee is ava1lable on our corporate govemance websrte at
http://investors.avaya.com/governance. Any Director may be a member of the Finance Committee, The Finance
Committee’s primary duties and responsibilities are to assist the- Board with respect to Avaya’s. ﬁnancral condition
and capital structure and other significant financial matters. Among other things, the committee discusses
with management, and advises and makes recommendations to the Board where appropriate with respect to,
Avaya’s cash position and capital structure and the -issuance, reservation, purchase, reclassification, listing or
other changes in Avaya’s capital stock and other securities. In addition, the Finance Committee reviews the
investment performance-of, and the decision-making structure with respect to the management of investments
of, Avaya’s funded benefit plans. The Finance Committee held 3 meetings during fiscal 2004.

Governance Committee ’

The Govemance Comrmttee Charter is avarlable on our corporate governance website at
http://investors.avaya.com/governance. The Governance Committee Charter requires that the committee be
comprised of at least three members, all of whom are Non-employee Directors and meet the independence
requirements of the NYSE. The members of the Governance Committee are Messrs. Stanzione (Chairman),

Bond, Leslie, and Terracciano and Dr. Stern, all of whom meét the independence.requirements of the NYSE.

. The Governance Committee makes recommendations to our Board of Directors from time to time as to
matters of corporate governance. Among other things, the' committee monitors sigrificant developments. in the
‘regulation and practice of corporate governance, it reviews the Company’s governance structure, it-evaluates
and adrhinisters the Company’s Corporate Governance Guidelines, and it reviews the duties and responsibilities
of each direetor and leads the Board in its annual perforrhance evaluation. ‘

The eorhnlittee also is responsible for rec‘ommending'to'our full Board of Directors norninees for election
as Directors. To fulfill this role, the committee reviews the composition of the full Board to determine the .,
qualifications and areas of expertise needed to further enhance the composition of the Board and works
with management in attracting candidates with those quahﬁcatlons Among other things, when assessing a
candidate’s qualifications, the committee considers: the number of other boards on'which the’ ‘candidate serves,
including public and private company boards as well as not—for-proﬁt boards; Gther business and professional
commitments of the candidate; the need of ‘the Board for Drrectors having certain skills and experience; and
the diversity, in the broadest sense, of the Directors thén compnsmg the Board. In addition, Directors are
expected to be able to exercise their best business Judgment when acting on behalf of the Company and its
shareholders while relying on the honesty and integrity of the Company’s senior management and its outside
advisors and auditors. Moreover, Directors are expected to act ethically at all times and adhere to the
applicable provisions of Avaya’s Code of Conduct, Operating with Integrity. The committee considers all of
these qualities when determining whether or not to recommend a candidate for Director. The committee also
utilizes the services of a search firm to help identify candidates for D1rector who meet the qualifications
outlined above. : :
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The |Governance Committee considers qualified candidates for Director suggested by-our shareholders.
Shareholders can.suggest qualified candidates for Director by writing to our corporate secretary at 211
Mt. Airy Road, Basking Ridge, New Jersey 07920. Submissions that are received that meet the criteria
outlined in the immediately  preceding paragraph are forwarded to the Chairman of the Governance Committee
for further réview and consideration. .

Pnor to February 26, 2004, the Cor’npensation Committee and thé Governance Committee operated as one
comrmttee called the Corporate Governance and Compensation Committee, which held 6 meetings during
fiscal 2004: After February 26, 2004 and for the remainder of fiscal 2004, the Governance Committee operated
asa separate committee and held 2 meetrngs for a total of 8 meetmgs dunng fiscal 2004

Strategy Commlttee |

The, charter for the Strategy Commrttee is avarlable oh our corporate: governance website at
hitp: //mvestors avaya. com/governance. Any Director may be a mémber of the Strategy Committee. The Strategy
Committée’s primary duties and responsibilities are to assist Avaya’s Board of Directors with respect to the
development and implementation of Avaya’s strategic plans. Among other things, the Committee discusses
with management, and where appropriate advises and make recommendations to the Board about, matters such
as corporate development and growth initiatives including, but not limited to, acquisitions, equity investments,
joint ventures, and strategic alhances The Strategy Committee was formed:in February 2004 and held
- . 2 rheetings durmg ﬁscal 2004: A '

Executlve Sessmns ,

- Non-management Directors meet, regularly in executive sessions w1thout management “Non-management”
Directors are all those who are not Company officers and in¢lude Directors,-if any, who are not “independent”
‘by"virtue| of the existence of a material relationship with the Company. Except for Mr. Peterson, all of Avaya’s
Directors' are non-rmanagement Directors. Executive Sessions are led by a “Lead Director.” An executive session
is held in conjunction with each regularly scheduled Board meeting and other sessions may be called by the
Lead Drrector in his or her own drscretron or at the request of the Board Mr. Odeen has been desrgnated as
the Lead Director. - :

‘Contacting the Board of Dlrectors

Any shareholder who desires to contact Avaya’s Lead’ Drrector or the other members of the Board of
Directors may do-so-electronically by sending an email to the following address: bdofdrrectors@avaya com.
Alternatlvely, a shareholder can contact the Lead-Director or the other members of the Board by writing to:
Board of Directors, Avaya Inc.; 211 Mt. Airy Road, Room 3C429, Basking Ridge, N.J. 07920, Communications-
received electromcally or in writing are distributed to the Lead Director .or the other members of the Board as
appropriate depending on.the facts and circumstances outlined in the'communication received. For example if
any complaints regarding accounting, internal.accounting controls and auditing matters are received, then they
w111 be forwarded to the Chairman of the Audit Committee for rev1ew C

How ‘are Directors compensated" P T AT

Upon becommg a member of Avaya’s Board each new Drrector receives an maugura] grant of restricted
stock units having a total value on the date of grant of $50, OOO The restricted stock units are placed in that
Directors deferred share account under the Company s Deferred Compensatron Plan, and, assuming they have
vested, the underlying shares are drstnbuted to' that Director’ upon retirement from the Board. Accordingly,
Mr. Wallman, whose term as a Director began on December 12, 2003 received an inaugural grant of
restncted stock units representmg 4,321 shares of Common Stock

Fori fiscal 2004, all non-management Drrectors received an annual retarner of $100,000. The chair of
the Audit Committee receives an additional annual retainer of $20 000. The chair of each other committee
(other than Mr. Peterson) receives an additional annual retainer of, $10 000. Drrectors do not receive separate
meeting ‘fees. o ‘ . . Cel e el ,
Directors are required to elect to receive at least 50% of therr retainers in our Common Stock, to be -
received either at the time of payment of their retainers or to be placed in their deferred share accounts under
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the Company’s Deferred Compensation Plan. Any remaining amounts may be paid in cash, but shall not
exceed 50% of the retainer. Directors can defer all or a portion of their cash retainers under. our Deferred
Compensation Plan. The interest rate on cash deferrals is determined by the Board. The Board has determined
that the interest rate to be applied at the end of each fiscal quarter to each deferred cash account is 120% of
the average 10- year U.S. Treasury note rate for the previous calendar quarter. ‘

We provrde Non-employee Dlrectors with travel accident insurance when travelrng on our busmess
We do not provide a retirement plan or other perquisites for our Directors. Directors have an opportunity to
participate in the Avaya Product Program for Directors, in whrch certain Avaya products (specifically, an
Avaya IP Office system for one location with up to 20 phones) and.associated maintenance services are
-provided at no charge; however, the. equrpment and the related maintenance is taxable as income to any
Director that chooses to participate, and the Company provrdes a gross-up for the resultrng taxes. The cost of
- providing the products and the installation services for each Director who participates in the Product Program
is estimated to be between $3,000.and $5,000, with maintenance services ranging from between $150 and
$450 each year, depending upon the systems installed. During fiscal 2004, no Director participated in the
Product Program.

AUDIT COMMITTEE INFORMATION. -

- The following ‘“Report-of Audit Cornrmttee shall not be deemed 1ncorporated by reference by any general
statement incorporating this Proxy Statement into any filing under the. Securities Act of 1933, as amended, or
under the Securities Exchange Act of 1934, as amended, except to the extent that Avaya specifically incorporates
this information by reference, and shall not otherwise be deemed filed under such Acts.

Report of Audit Commlttee

The Audit Commrttee acts under a written charter adopted and approved by the Board of Directors.
The Audit Committee oversees Avaya s ﬁnancral reporting process on behalf of the Board of Directors.
Management has the primary responsrblhty for the financial statements and the reporting process, including
the system of internal controls. :

In this context, the Audit Comumittee has met and held discussions with management and the independent
auditors. Managément represented to the Audit Committee that Avaya’s ‘consolidated financial statements were
prepared in accordance with generally accepted accounting principles, and the Audit Committee has reviewed
and discussed the consolidated financial statements with management and the independent auditors. The Audit
Committee discussed with the mdependent auditors matters required to be dlscussed by Statement on Auditing
Standards No. 61 (Communication with Audit Committees).

In addltron the Audit Committee has discussed with the mdependent auditors the auditors’ independence
from Avaya and. its management, including the matters in the written disclosures requrred by Independence
Standards Board Standard No. 1 (Independence Discussions with Audrt Committees).

In reliance on the reviews and discussions referred to above, the Audit Committee recommended to the
Board of Directors, and the Board approved, that the audited financial statements be included in Avaya’s
Annual Report on Form 10-K for the year ended September 30, 2004 for filing with the SEC.

Audit Committee
Richard Wallman ( Chazrman)
Bruce R. Bond
Mark Leslie

Daniel C. Stanzione , -
Paula Stern
Anthony P. Terracciano

II-11




Independent Aud]tor Information - . - STt e
Fees Billed 1o Avaya*by PrzcewalerhouseCoopers LLP .

Below are charts that 1dent1fy the fees billed to Avaya by 1ts independent audltors ‘
Pr1cewaterhouseCoopers LLP (“PWC”) for profess1onal serv1ces ‘rendered durmg each of ﬁscal 2004 and
2003 Add1t1onal mformauon regardlng the naturé of the services performed is provrded below the charts.
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Audzt Fees

The- aggregate fees b1lled to Avaya by PwC for professronal serv1ces rendered in connection with the
audit of Avaya s financial statements mcorporated by reference in Avaya’s Annual Report on-Form 10-K for
fiscal 2004, for the review of Avaya’s financial statements included in Avaya’s Quarterly Reports on Form ‘
10-Q during fiscal 2004, and for audits of Avaya’s international operations for fiscal 2004 totaled
approxrmately $3.7 million. The aggregate fees billed to‘Avaya’ by PwC for professional services rendered in -
connection with the audit of Avaya’s financial statements incorporated by reference in Avaya’s Annual Report
on:Form 10-K for fiscal 2003, for the review of Avaya s financial statements included in Avaya’s Quarterly
Reports on Form, 10- Q during fiscal 2003, and for audits of Avaya s 1ntemat1onal operatrons ‘for fiscal 2003
totaled approxrmately $4.1 million. ' ,

Audlt Related F ees

.. The 1aggregate fees billed to, Avaya by PwC for assurance and related services that are reasonably related
to the performance of the audit and review of Avaya’s financial statements that.are not already reported i in the
paragraph immediately above totaled approximately $5.0 million and $593,000 for fiscal 2004 and 2003,

" respectively. In 2003, these services. included carve-out audits for our Connect1v1ty Solutions group, which .
were conducted in connect1on with the sale of that unit, benefit plan audits and other U.S. and international
audrt-related services. In 2004, fees under this _category increased as services included audit work relating to
the acqu1s1tlon of substantially all'of the assets of Expanets, Inc., due diligence relating to the acquisition of
Tenovis Germany GmbH, due d1hgence relatmg to the acqu1srtron of a majorrty 0wnersh1p interest in Tata
Telecom'Ltd. (later renamed Avaya GlobalConnect Ltd.), contmumg carve-out audit work relating to the sale
of our Connectivity Solutions group, beneﬁt plan audlts and other U.S. and international audit-related services.

v

Tax F ees
, The aggregate fees bllled to Avaya by PWC for professional services rendered by PwC for tax
compliance, tax advice and tax planning totaled approximately $395,000 and $769,000 for fiscal 2004 ‘and
2003, respectively. These services included executive tax advisory and executive and expatriate tax
compliance services that have been discontinued for periods followmg 2003 and 1ncluded other U S. and
1ntematlonal tax advisory and tax comphance serv1ces
All Other Fees '

There were no other fees bllled to Avaya by PWC for products and services prov1ded by PwC other than
as set forth above for fiscal 2004 or 2003. '
Engagement of the Independent Auditor

The Audit Committee has the sole and direct authority to engage, appoint and replace our independent
auditor. In addition, every engagement of PwC to perform audit or non-audit services on behalf of the
Company or any of its subsidiaries requires pre-approval from the Audit Committee before PwC is engaged
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to provide those services. As a result, for fiscal 2004 the Audit Committee approved all services performed by
PwC on behalf of the Company and its sub51dlar1es

Independent Auditor Selection for Fiscal 2005 .

PwC has been selected to serve as Avaya’s independent auditors for the fiscal year ended September 30,
2005. Representatives of PwC -are expected to bé present at the Annual Meeting to make a statement, if they
desire to-do so, and to respond to appropriate questions from shareholders

CERTAIN RELATIONSHIPS AND RELATED PARTY TRANSACTIONS

On October 2, 2000, the" Company sold to Warburg Pincus Equity Partners, L.P. and certain affiliated
investment funds (the “Warburg Pincus Entities”) four million shares of the: Company’s Series B convertible
participating preferred stock and warrants to purchase Common Stock for an aggregate purchase price of $400
million. In the October 2000 transaction, the Warburg Pincus Entities also obtalned the right to nominate a
Director to Avaya’s Board of Directors. v

In March 2002, the'Company and the Warburg Pincus Entities completed a series of transactions pursuant
to which the Warburg Pincus Entities (i) converted all.four million shares of the Series B preferred stock into
Common Stock based on a reduced conversion price, (ii) exercised some of their warrants, and (iii) purchased
additional shares of common stock in a private offering. Following the transactions described above, there
were no shares of ‘Series B preferred stock outstanding, and the Warburg Pincus entities owned 53,000,000
shares of Avaya Common Stock. In addition, the Warburg Pincus Entities continued to hold warrants to
purchase additional shares of our Common.Stock. c o

Following the March 2002 transaction described above, the Warburg Pincus Entities retained the right to
" nominate a Director to Avaya’s Board of Directors, as long as that Director was independent of the Warburg
Pincus Entities and was reasonably acceptable to our Board of Directors. In April 2002, the' Warburg Pincus
Entities exercised that contractual right and, accordingly, Mr. Terracc1ano was appomted to Avaya’s Board of
Directors as their nommee

On December 23, 2002, Avaya and the Warburg Pincus Entities commenced an exchange offer to
purchase approx1mately 70%, of our then outstanding Liquid Yield Option Notes (“LYONs™") due 2021 (the
“Exchange Offer”) (LYONsTM is a trademark of Merrill Lynch & Co., Inc.). In consideration of, the Warburg
Pincus Entities’ participation in the Exchange Offer, (i) we reduced the per share exercise price of Series A
warrants held by them, (ii) the Warburg Pincus Entities exercised for cash a portion of the Series A warrants
to purchase an aggregate of 5,581,101 shares of common stock of Avaya and (iii) the Warburg Pincus Entities
agreed to convert all LYONs acquired by them into an aggregate of 1,588,548 shares of common stock
of Avaya. ‘

Mr. Terracciano resigned from the Board of Directors effective December 19, 2002, prior to the
decision of the Board of Directors to proceed with the Exchange Offer. Mr. Terracciano may be entitled to
indemnification by affiliates of the Warburg Pincus Entities against certain labilities that he might have
incurred as a.result of serving as a Director of Avaya prior to that resignation. Under the agreement we
entered into with the Warburg Pincus Entities in connection with the Exchange Offer, the Warburg Pincus
Entities retained the right to nominate one individual for election to our Board of Directors, and that
individual may be affiliated with the Warburg Pincus Entities. In January 2003, the Warburg Pmcus Entities
nominated Mr. Joseph P. Landy.

*In February 2003, the Board of Directors, on its own motion and independent of his prior nomination by
the Warburg Pincus Entities, appointed Mr. Terracciano as a Director. Mr. Terracciano has no affiliation with
the Warburg Pincus Entities.

In October 2003, the Warburg Pincus Entities disposed of 25,000,000 shares of our Common Stock,
according to a Schedule 13D/A filed with the SEC. In addition, on October 2, 2004, 1,143,564 warrants held
by the Warburg Pincus Entities expired pursuant to their terms.

As a'result of the foregoing, as of October 2, 2004, the total number of shares of our Common Stock
held by the Warburg Pincus Entities, including shares of our Common Stock that could be acquired upon the
exercise of certain warrants, was 47,955,205 shares. For more information regarding the shares of common
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stock and warrants held by the Warburg Pincus Entities, see “Secumy Ownership of Certam Beneficial
Owners and Management.” ,

Gyrographic Communications, Inc. (“Gyro”) provides global support of everits and demand generation - .
activities related to the launch of certain Avaya products. Garry McGuire, Jr., the President of Gyro USA, a
division-of Gyro, is the son of Garry K. McGuire, Avaya’s Chief Financial Officer.-Gyro was selected as a
vendor based on a number of factors, including its relevant communications industry experience, its small
and medium business marketing experience, an“d its global network of offices for consistency of program
execution. Pursuant to Avaya’s Code of Conduct, the existence of the familial relationship was fully disclosed
to Mr. Peterson, Avaya’s CEO and Mr. McGuire’s supervisor, during the vendor select10n process, and
Mr. MCGUII‘C did not participate in the vendor selection process. Under the current contract with Gyro, Gyro
would recelve approximately $1.6 m11110n for its services.

Mr. Peterson is a director of Reynolds and Reynolds. During ﬁscal 2004, Reynolds and Reynolds
paid approx1mately $500,000 to Avaya for the purchase of certain equipment and software, installation and
other services for that company’s facilities and for continuation of other communications-related services.
Mr. Odeen is Chairman and Interim Clnef Exeeunve Officer of Reynolds and Reynolds and Chairman of
Avaya’s Compensatlon Commmee

Prior to September.30, 2000, Avaya operated as a division of Lucent. Some of our Directors and/or
executive officers own Lucent common stock and vested Lucent.options that are significantly under water..,
Ownershlp of Lucent common stock and Lucent options by our Directors_and executive officers could create,:
or appearito create, potential conflicts of interest when faced with decisions that affect both Lucent and Avaya.

'SECTION 16(a) BENEFICIAL OWNERSHIP REPORTING COMPLIANCE

Section l6(a) of the Securmes Exchange Act of 1934, as amended requires certam of our executive |
officers, our Directors and persons who own more than 10% of a registered class of Avaya’s equity securmes
to file initial reports of ownersh1p and changes in ownership with the SEC and the NYSE. Such executive
officers, Directors and shareholders are required by SEC regulations to furnish us with copies of all Section
16(a) forms they file. Based solely on a review of the copies of such forms furnished to us and written
representations from the applicable executive officers and our Directors, all persons subject to the reporting
requirements of*Section 16(a) filed the required reports on a timely basis for the fiscal year ended 2004
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L SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT

, Set forth in the following table is the beneficial ownershlp of Common Stock as of October 1, 2004
(or such other date as provided below) for our Directors, the executive officers listed in the Summary
Compensation Table, Directors and executive officers as a group and each person or entity known by us

to beneficially own more than five percent of the outstanding shares of our Common Stock.

© . Dodge & Cox :

M

@

3)

Name

Warburg Pincus Equity Partners, L.P." ..

466 Lexington Avenue, 10th Floor
New York, New York 10017-3147
FMR Corp
82 Devonshire Street
Boston, ‘Massachusetts 02109

One Sansome St., 35th Floor
‘San Francisco, California 94104

Donald K. Peterson............co.ovvv
Garry K. McGuire. ........ IR 2
Michael C. Thurk............. e
Louis J. D’Ambrosio ............ e e
Francis M. Scricco...............
Bruce R.Bond........................
Joseph P. Landy ...........ccvvveenns
Mark Leslie........oooviiiiiiiiiiin.. ‘
Philip A. Odeen .........,eiiiviiinnnnnnnn. e ‘
Hellene S. Runtagh...................
Daniel C. Stanzione ..................
Paula Stern . ...........c...coen i
Anthony P. Terracciano...............
Richard F. Wallman...................
Ronald L. Zarrella........... e e e

Directors and executive officers as a. group, 1nclud1ng

those named above (19 Persons) ...

Indicates less than 1%.

Represents ownership as of October 2, 2004. The shareholder is Warburg Pincus Equity Partners, L.P.,

- including three affiliated partnerships. Warburg, ‘Pincus & Co. is the sole general partner of Warburg
Pincus Partners, L.P.,, which is managed by Warburg Pincus LLC. Please see “‘Corporate Governance and
Related Matters—Certain Relationships and Related Party Transactions” for more information.

The amount indicated in the table above does not include 70,095 shares of common stock received by
Mr. Landy, a Managing General Partner of Warburg Pincus & Co. and a Managmg Member of Warburg

Pincus LLC, in his capacity as a Director of Avaya:

Represents ownership as of December 31, 2003, according to the Schedule 13G/A filed by FMR Corp.

and other related parties on February 17, 2004.

Represents ownership as of December 31, 2003, accordmg to the Schedule 13G/A filed by Dodge &

Cox on February 17, 2004.

11-15

Our Common Stoci; e
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(4) . Includes beneﬁcial "owner‘ship‘ of the following numbers of shares that may be acquired within 60 days
) of October 1 2004 pursuant to’ stock optrons awarded under Avaya stock plans

‘Donald K Petérson - ....c...... - 4,694,660 e Daniel C. Stanzione, ..... ‘45,716

L]

e Garry K. McGuire: .....:7. 1,300,832 e Paula Stern -........ e i 24,351 .
e Michael C. Thurk ..5......:.7. - 384,720 e .Anthony:P. Terracciano:........:... 70,422~
o fLouis J. D’Ambrosio ,....... ‘.'. 420,832 o RonaldL. Zarrella ................. : 28,169
..® Mark Leslie ...... e .. 56,786 e Directors and executive - ‘

e Philip A. Odeen - ‘ ........... 87,719 officers asagroup ................ 10,185,125

) 'Includes beneﬁc1al ownershlp of the followmg numbers of shares of Common Stock underlying
.restrlcted stock units’ that may be acquired within 60 days of October, 1 2004

¢ Donald K. Peterson ............ S SRR ~ 358,280(a)
- Directors and executive officers as a group .............oi......0 . 438 ,280(a)

’(a) Of the amount shown Mr. Peterson has elected.to defer receipt of 358,280 shares of Common Stock
underlying these restricted stock units until his employment with the Company termmates

- (6) Includes ownership of the following numbers of shares of Common Stock, 1nclud1ng shares of Common
Stock underlying restricted stock units that have vested or could vest within 60 days of October 1, 2004,
for: which receipt has been deferred under the Avaya Inc. Deferred Compensatlon Plan such that the
shares would not be recelved within 60 days of October 1, 2004,

e 'Donald K. Peterson ;... . .. 722934 e Paula Stem ..... el e 26,844
o Bruce R. Bond ...: . fj ..... 24,570 e Anthony P. Terracciano ..... i 2,978
e Joseph P. Landy i ..iini.. 19,417 e Richard F. Wallman ............ e 10,277
e Philip A. Odeen- ............... 29,527 e RonaldL. Zarrella ................. 36,770
¢ 'Hellene S. Runtdgh:........ .... ~ 24,570. e Directors. and executive '

° Damel C. Stanzione ‘. e 57 391, . officers as a group ....... el 1,038,524

@2 Mr Landy is a managmg member and co- -president of Warburg Pincus LLC, and he is the representative.
designated to Avaya § Board by the Warburg Pincus Entities pursuant to the transactions described under
“Corporate Governance and Related Matters—Certain Relationships and Related Party Transactions.” In
addition to 70,095 shares héld in his capacity as a Director of Avaya, Mr. Landy may be deemed to
have an indirect pecuniary interest in an indeterminate portion of the 47,955,205 shares of Common
Stock held by the Warburg Pincus Entities identified in footnote (1) above (the “Warburg Pincus

' Shares”) Including the Warburg Pincus Shares, the number of shares beneficially-owned by Mr. Landy
and by Avaya’s directors and executive officers as a group is 43,025,300 and 60,203,037, respectively,
and the percent of outstandlng shares beneﬁ01a11y owned by Mr. Landy and by Avaya’s directors and
executive officers as a group is 10.5% and 13.2%, respectlvely Mr. Landy disclaims beneficial
ownership of the Warburg PlncusAShares except to the extent of his indirect pecuniary interest therein.

(8) Includes 41,935 shares owned by family trusts and foundations in which Mr. Leslie disclaims any
- beneficial ownership, except to the extent of his pecumary interests therein.

(95 Includes 111,761 shares-owned by a limited liability company. in.which his spouse owns the controlling
-~ -.interest :and has voting control. Mr. McGuire disclaims any beneficial. ownershlp in those 111,761

shares _except to the extent of his pecuniary interests therein. .

(10). Prior 10 Avaya’s sp1n -off-from Lucent, Mr: Peterson held shares of Lucent common stock in a deferred
~account. Following the spin-off, those-shares were converted into 8,960 shares of Avaya Common Stock,
and those shares, which are reflected in the total amount indicated, continue to be held in a deferred
account for Mr. Peterson’s benefit. v

(11) Includes 18 shares owned by trusts in Wthh Dr Stern dlsclalms -any: beneﬁ01al ownersh1p, except to the
- extent: of her .pecuniary interests, therein. . - - ,
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IV. EXECUTIVE COMPENSATION AND OTHER INFORMATION

Information under the headings “Report on Executive Compensation” and “Performance Graph” shall
not be deemed incorporated by reference by any general statement incorporating this Proxy Statement into
any filing under the Securities Act of 1933, as amended, or under the Securities Exchange Act of 1934, as
amended, except to the extent that Avaya specifically incorporates this information by reference, and shall
not otherwise be deemed filed under such Acts. '

REPORT‘ON EXECUTIVE COMPENSATION

General

The Compensation Committee of the Board of Directors (the “Committee”) is comprised solely of Non-
employee Directors that meet the independence requirements of the New York Stock Exchange and qualify
as “outside directors” under Section 162(m) of the Internal Revenue-Code (the “Code”). The Committee is
responsible for reviewing the CEQ’s individual goals and objectives, evaluating the CEO’s performance, and
setting CEQ compensation based on this evaluation. The Committee is also responsible for reviewing the
individual perforfnan_ce of the officers reporting directly to the CEO. In addition to approving compensation
and benefit programs for individuals holding positions classified as Vice President or higher, the Committee is
responsible for providing oversight and guidance in the development of compensation and benefit programs
for all employees of the Company, including recommendations to the Board of Directors with respect to
incentive compensation and equity-based plans

~ The Committee has sole authorlty to retain, at the Company s expense, and terminate any compensatlon
consultant. Along those lines, during fiscal 2004 the Committee utilized the 'services of Frederic W. Cook &
Co., Inc. to a551st it in perforrmng its duties. -

Pnor t© February 26, 2004, the Committee and the Governance Commlttee operated as one committee
called the Corporate Governance and Compensation Committee, which held 6 meetings during fiscal 2004.
After February 26, 2004, and for the remainder of fiscal 2004, the Committee operated- as a separate
committee and. held 4 meetings, for a total of 10 meetings in fiscal 2004.

Compensation Philosophy.- , : )
Avaya’s compensation phllOSOphy is de51gned to support Avaya’s key objective of creating value for its

shareholders. The Committee believes that offering a competitive total rewards package centered on a pay-
for-performance philosophy helps achieve this objective.

Avaya’s market-based pay platform, which defines market pay relative to specific jobs, emphasizes the
commitment to provide employees - with a pay opportunity that is externally competitive and recognizes
individual contributions. It provides Avaya with an 1ncreased ability to attract and retain top talent and make
more educated pay decisions. ‘

' Avaya benchmarks total direct compensation (base salary, annual cash bonus, and equity awards) against
a relevant peer group of companies. As a result, base salaries are’competitive relative to similar positions at
companies of comparable size in our business, providing the ability for Avaya to pay base salaries to help
attract and retain employees with a broad, proven track record of performance. The bonus plan provides
competitive cash payment opportunity based on individual results and behavior and overall Avaya financial
performance. The opportunity for a more significant award increases when both Avaya and the employee
achieve high levels of performance. Our long-term incentive plan is generally made available to top .
performers in the form of stock options and restricted stock units, providing an additional opportunity to
accumulate Avaya Common Stock and wealth related to that ownership. In addition, Avaya provides to its
executive officers certain other benefits that are in line with market practice.

Avaya is mindful of the need to remain flexible and react to-specific business needs-as they arise. As a
result, Avaya continues to monitor its compensation phllosophy and make changes as appropnate to better
position the Company for the future. ,
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Compensation Programs -
The followmg summarizes Avaya s compensatlon programs for executive officers, mcludmg the CEO:
Base Salarzes » ' ‘ : N ‘

Base salaries are reviewed annually. Consrderatlon of salary adjustments, if any, is based on competmve‘
market data of 4 relevant peer group of companies and individual performance The Commrttee reviews and
approves all executive officer salary adjustments as recommended by the CEO. The Committee reviews the
performance of the CEO and establishes his base salary.

Based on competitive market data, salaries during fiscal 2003 for the CEO and his senior management
team generally were at or slightly above the median of the relevant peer group of companies. As a result, in
fiscal 2004, only Mr. McGuire’s base salary was increased by approximately 4%, and base salaries for the
CEO andithe balance of his senior management team remained -unchanged. Mr. Peterson’s base salary for
fiscal 2004 remamed at $940,000, Wh1ch has been his base salary since 2002.

Bonus Plan

_ The Company s cash bonus program for executive officers, including the CEQ, is desxgned to reward
executlves based on the combination of corporate performance and individual performance

‘ At the beginning of each fiscal year, the .Committee establishes corporate targets that must be achieved
before, bonuses -will be con51dered In the event that corporate performance equals or exceeds those. targets,
- cash bonuses may. be pa1d to eligible employees at the end of that fiscal. year, For ﬁscal 2004, the Committee
. determmed that corporate performance would be measured against operating income and cash flow targets.
Comparmg actual corporate performance against those targets for fiscal 2004 for purposes of calculating the
bonus plan payout, Avaya’s performance was 143% of target.

The assessment of an executive officer’s individual performance includes consrderanon of that executwe
officer’s leadersh1p qual1t1es and achievement of stated objectives.

Award targets for executive officers are set based upon both the work reqmred to be performed and
competmve market data. The annual target award for Mr. Peterson’s bonus is set at 125% of his base salary.
In fiscal 2004, Mr. Peterson received a bonus of $2,100,400; or 179% of his target award. For. the other
officers named in the Summary Compensation Table, the fiscal 2004 target award is from 143%to 164% of
target award. For additional information on cash bonuses carned by 'the executive officers named in the
Summary Compensation Table, please see “—Summary Compensation Table” below.

Equiry- Based Program

Avaya’s equity-based awards consist principally of stock options and restricted stock unit awards. These
equity-based awards are designed to align management interests with those of shareholders. Stock. option awards
provide executive officers with upside opportunity for improving Avaya’s stock price. Restricted stock unit .
awards arje granted to enhance the retention value for our executive officers. In fiscal 2004, equity-based awards -
were made from the Avaya Inc. 2004.Long Term Incentive.Plan and its predecessor plans, including the Avaya
Inc. 2000 Long Term Incentive Plan and the Avaya Inc. Long Term Incentive Plan for Management Employees.

The lCommlttee structures the size of awards by balancing the interests of shareholders, in terms of the

‘ 1mpact of dilution, with the need to provide attractive and competitive stock plans. The Committee bases
individual grants of equity-based awards on various factors, including competitive market data, demonstrated
sustained performance and each executive officer’s ability to contribute to Avaya’s future success. The
Company’s ability to retain key talent also is Cons1dered :

In fiscal 2004, all stock options awarded to executive officers have a term of seven years and vest in equal
installments on the first, second, and third anniversaries of the grant date, except for Mr. Scricco’s inaugural -
option grant, which vests one-third on the first anniversary of the grant date and in equal monthly installments
thereafter until the award is fully vested on the third anniversary of the grant date. The inaugural grant of
restricted stock units ‘made to Mr. Scricco vésts 50% on each of the third and fourth anniversaries of the grant
date. Mr. Peterson was not granted any equity based awards in fiscal 2004.
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Certain Other Benefits

To remain competitive in the market for a high caliber management team, Avaya provides' its executive
officers, including the CEO, with certain fringe benefits, including financial counseling services, a car
allowance, reimbursement for home security systems, and limited use of the corporate aircraft and automobiles
for personal reasons. The Committee periodically reviews fringe benefits made available to the Company’s
executive officers, including the CEQ, to ensure that they are-in line with market practice. For additional

" information regarding fringe benefits made available to the Company’s executive officers, including the CEQ,
during fiscal 2004, please see “—Summary Compensation Table.” As indicated in the Summary Compensation
Table, the fringe benefits provided to Mr. Peterson during fiscal 2004 (identified under the heading “Other
Annual Compensation”) represented less than 3% of his total compensation for the year.

Review of CEQ Compensation

The performance of each executive officer, including the CEOQ, is reviewed two times each fiscal year,
at six month intervals. With respect to the CEO, the Committee is responsible for reviewing the CEQ’s
individual goals and objectives, evaluating the CEQ’s performance, and setting CEO compensation based on
this evaluation. The Committee uses specified criteria to help assess the performance of the Chairman and
CEO in addition to the financial results of the Company-and performance against his annual objectives.
Among other things, the Committee evaluates his ability: to act as a role model for ethics and integrity; to
give serious attention to succession planning; to challenge the organization to exceed expected outcomes and
results; to make long-term decisions that create competitive advantage; and to be effective overall as a leader.

Following an evaluation of the CEO’s performance, the Committee reviews the CEO’s total compensation
package, including base salary, short term incentive awards, long term incentive awards, benefits, and perquisites.
The components of Mr. Peterson’s compensation for fiscal 2004 are identified below under “—Summary
Compensation Table.” In addition, for information regarding certain pension benefits for which Mr. Peterson is
eligible, please see “—Pension Plans.” '

Avaya Inc. Deferred Compensation Plan

The Avaya Inc. Deferred Compensation Plan is an unfunded, deferred compensation plan maintained
primarily for our executive officers, including the CEO, and for members of the Board of Directors who are
not employees of the Company. The purpose of the plan is to provide a means by which eligible employees
and Non-employee Directors may defer the receipt of certain forms of compensation while at the same time
giving the Company the present use of the compensation so deferred. As administered, the plan permits our
executives to defer the receipt of shares of Common Stock underlying vested restricted stock units. Benefits
under the plan are paid directly by the Company out of its general assets when due. As of October 1, 2004,
of the executive officers listed in the Summary Compensation Table, only Mr. Peterson has elected to defer
the receipt of shares of Common Stock underlying vested restricted stock units. Please see “Security
Ownership of Certain Beneficial Owners and Management” for more information.

Tax Deductibility of Compensation

The Code imposes a limitation on the deduction for certain executive officers’ compensation unless
certain requirements are met. Avaya’s policy is to have all compensation fully deductible; however, Avaya
reserves the right to pay compensation that is not deductible if it is in the best interest of Avaya. The
Compensation Committee and Avaya have carefully considered the impact of these tax laws and have taken
certain actions intended to preserve Avaya’s tax deduction with respect to any affected compensation.

Conclusion

The Committee feels confident that, with the assistance of compensation consultants and through
“benchmarking, the Company’s salary, bonus and equity-based programs help enable the Company to
effectively attract, retain and motivate a high caliber management team. In addition, the Committee belicves
that, by thoroughly reviewing all elements of compensation, including benefits and perquisites awarded to
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executivé officers, including.the CEO, the Committee has fostered a competitive total rewards package
de51gned to promote Avaya s. pay-for-performance phllosophy

Compensation Committee
Philip A: Odeen (Chairman)
Joseph P. Landy
Hellene S. Runtagh
Richard F. Wallman
Ronald L. Zarrella

PERFORMAN CE GRAPH

COMPARISON OF CUMULATIVE TOTAL RETURN#*
, AMONG AVAYA JNC., THE S&P 500 INDEX
AND THE S&P 500 INFORMATION TECENOLOGY INDEX
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8/31/00 . 9/18/00 9/30/00 3/31/01:  9/30/01 3/31/02,  9/30/02 3/31/03 8/30/03 3/31/04 9/30/04

AVAYAINC. ‘ - =

S&P 500 T o © emmmmmen > S
S&P 500 INFORMATION TECHNOLOGY . N o —————

/ ‘ 8/31/00  9/18/00  9/30/00 33101 9/30/01 3/31/02 9/30/02 33163 9/30/03 I3L/04  9/30/04
Avayalne. .......... L $100.00 $111.89 $63.41 $48.29 $36.00 $ 698 $ 995 $53.17 $77.46 $68.00
S&P500............. $100.00 T $9472 $7696 $69.51 $77.14 $5527 $58.04 S$68.75 $78.43 $7829
S&P 500i Information i } ‘ ‘ ‘

Technology ........ $100.00 $ 81.28 $40.13 $29.78 $37.15 $20.54 $25.02 $32.76 $36.05 $33.41

*  Assumes $100.00 invested on September 18, 2000, the date on which Avaya became a publicly traded
company, or on August 31, 2000, with respect to the indices, with reinvestment of dividends.

Historicél stock performahce during this period may not be indicative of future stock performance.

1
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EQUITY COMPENSATION PLAN INFORMATION AS OF SEPTEMBER 30, 2004
The Company maintains the Avaya Inc. 2003 Employee Stock Purchase Plan and the Avaya Inc. 2004

Long Term Incentive Plan (the “2004 LTIP”) pursuant to which it may grant equity awards to eligible persons.
The 2004 LTIP is the amended and restated Avaya Inc. Long Term Incentive Plan for Management Employees
(the “Management Plan™) that was approved by shareholders at the Company’s 2004 annual meeting. As
revised, the 2004 LTIP is the successor plan to the following Company plans: the Management Plan, the

2000 Long Term Incentive Plan, the 2000 Stock Compensation Plan for Non-Employee Directors and the
Broad-Based Stock Option Plan.

The following table gives information about equity awards under the Company’s above-mentioned plans

as of September 30, 2004.

Number of Securities
i Remaining Available for
Weighted-Average Future Issuance Under

Number of Securitie§ to Exercise Price of Equity Compensation
be Issued upon Exercise Outstanding Plans (Excluding
of Qutstanding Options, Options, Warrants Securities Reflected in
Plan Category o Warrants and Rights (a) and Rights (b) Column (a))
Equity compensation plans approved by ‘
shareholders(l) ....................... 41,792,521(3) $10.9866 57,789,897(4)(5)
Equity compensation plans not approved
by shareholders(2) .................... 498,786 $10.8827 . 0
Total ... 42,291,307 $10.9854 57,789,897
(1) In connection with the spin-off of Avaya by Lucent on September 30, 2000, Avaya assumed certain stock

2

3)

4)

)

options granted to Avaya employees through Lucent plans, pursuant to which such stock options are
exercisable for 7,700,063 shares of Avaya Common Stock. These options have a weighted average
exercise price of $25.8968 per share. In addition to options, there is an aggregate of 530,803 shares of
Common Stock underlying stock awards that have vested the receipt of which has been deferred. No
further awards will be made under these assumed plans. Statistics regarding the assumed options and
deferred shares are not included in the above table.

This figure reflects discretionary grants made prior to January 1, 2003 to- Non-employee Directors of the
Company under individual agreements not pursuant to a stock option plan of the Company. These grants
were made to attract and retain qualified persons who are not employees of the Company for service as
members of the Board of Directors by providing such members with an interest in the Company’s
success and progress. The awards are ten-year term non-qualified options to purchase Common Stock.
The price of the options is the fair market value on the date the options are granted. The options become
exercisable six months from the date of grant.

This amount includes an aggregate of 798,155 shares of Common Stock the receipt of which has been
deferred under the terms of the Avaya Inc. Deferred Compensation Plan. Since the shares have no
exercise price, they have been excluded from the weighted average calculations in Column (b).

This amount includes an aggregate of 2,187,002 shares representing outstanding restricted stock unit
awards vesting through 2008 and 27,179,570 shares remaining available for purchase under the 2003
Employee Stock Purchase Plan.

In February 2001, the Company acquired VPNet Technologies, Inc. and assumed stock options under the
VPNet Technologies, Inc. 1996 Stock Option Plan pursuant to which such stock options are exercisable
for 124,699 shares of Avaya Common Stock. These options have a weighted average exercise price of
$7.3066 per share. No further awards will be made under the VPNet plan. Statistics regarding the
assumed options are not included in the above table.
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PENSION PLANS

Upon Avaya’s spin-off from Lucent, Avaya adopted a non-contributory pension plan, known as the Avaya
Inc.. Pension Plan for Salaried Employees (“APPSE”), that covers salaried employees, including executives.
Additionally, at that time, Avaya adopted a non-contributory supplemental pension plan. In September 2003,
Avaya announced that, effective December 31, 2003, the pension benefit accruals provided under the APPSE
would be [frozen. Additionally, corresponding changes to the supplemental pension plan and the Avaya Inc.
Savings Plan for Salaried Employees (“ASPSE”) also were-made. The following is a summary description of
the terms lof the APPSE and the supplemental pension plan, in each case as modified in accordance with the
announcement made in September 2003.

Pammpants were given full credit under the APPSE for service and compensation accrued prior to the
separation from Lucent under the Lucent pension plan. The APPSE was established on October 1, 2000 and it
has two separate programs, the Service Based Program and Account Balance Program.

For employees hired prior to 1999, the Service Based Program provides for annual pensions computed on
a modified career average pay such that a participant’s benefit is equal to:

¢ 1.4% of the participant’s average annual pension eligible pay for the five years ending December 31,
1998, excluding the annual bonus award paid in December 1997, times the number of years of
service prior to January 1, 1999; plus

e 1:4% of the participant’s pension eligible pay from January 1, 1999 through December 31, 2003
including the annual bonus award paid in December 1997.

Participants must be at least age 55 with at least 15 years of service to become eligible for a service pension
under the APPSE. Furthermore, if the sum of the participant’s age and service is not at least equal to 80 years, a
3% reduction per year will be applied to the pension amount. After December 31, 2003, the participant’s age and
service w111 continue to count toward meeting this eligibility and, as applicable, reduce or eliminate the discount.
However, ‘the pension benefit will be the frozen amount accrued as of December 31, 2003. '

The Account Balance Program was established generally for employees hired-on or after January 1, 1999.
The Account Balance Program is a cash balance pension plan, which adds age-based pay credits and interest
credits toia participant’s account annually. The age-based pay credits range from 3% to 10%. Interest credits
are determined annually and will be no less than 4%, but no greater than 10%. The final age-based pay credit
was. made on January 1, 2004 for plan year 2003. Because accrued benefits have been frozen, no further pay
credits will be made to a participant’s account. Interest credits, however, will continue to be made every
December 31. No new employees hired after December 31, 2003 will participate in the APPSE.

Pension amounts under the APPSE are not subject to reductions for Social Security benefits or other
offset amotnts. Average annual pay includes base salary and certain pension-eligible bonus awards. However,
federal laws place limitations on compensation amounts that may be included under the APPSE.

Pensmn amounts based on the pension plan formula, which exceed the applicable Code limitations with
- respect to quahﬁed plans, are paid under the supplemental pension plan. Compensation amounts that exceed
the applicable federal limitations, including amounts related to bonus awards, are taken into account under
our supplemental pension plan. This plan is a non-contributory plan, and uses the same formula and
eligibility, rules as the APPSE to provide supplemental pension benefits to salaried employees, including
Avaya executives.

Aside from paying pension benefits above the applicable Code limitations as accrued up to December 31,
2003, thei supplemental pension plan had a minimum pension benefit provision that was eliminated effective
Decembet 31, 2003. Additionally, the mid-career provision of the supplemental pension plan, which provided
for certain benefits based on factors including date of hire and job levels at date of hire and termination, was
frozen asiof December 31, 2003. As of September 30, 2004, the estimated annual frozen pension benefits
payable upon retirement at normal retirement age (65) for each of the executive officers listed in the Summary
Compensation Table was as follows:
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Name Age 65 Annuity

Donald K. Peterson ............ s s $242.762
Garry K. McGuire ..... SO U .. . $ 30,962
Michael C. Thurk ...... T X - $ 17,038
Louis J. D’Ambrosio ........ [ e $ 9,969

Francis M. Scricco® ... . i . i _— o S

*  Mr. Scricco joined the Company on March 29, 2004. As a result he is not eligible for
pension benefits upon retirement.

. In connection with the changes made to the APPSE and the supplemental pcnsion plan, Avaya‘ created the
Avaya Inc. Savings Restoration Plan (“ASRP”), in which all executive officers are eligible to participate. The
ASRP is a non-qualified deferred compensation ‘plan designed to restore contribution opportunities lost under
the ASPSE as a result of Code limits, and it was implemented.in light of the fact that pension benefits were
frozen effective December 31, 2003. The ASRP provides that executives will be able to defer and receive
company: allocations that cannot be received under the ASPSE due to limitations imposed by the Code. For " -
information on amounts received by our executive officers, mcludmg the CEO, under the ASRP, please see

“—Summary Compensation Table” below. :

It is anticipated that some of our non-qualified executive benefit plans, including the supplemental
pension plan and the ASRP, will be supported by a benefits protection trust, the assets of which will be
subject to the claims of our creditors. In the event of a‘change in control ‘or a potential change in contro! of
Avaya, certain additional funds nught be requ1red to be contributed to such trust to support benefits under
such plans. '

EMPLOYMENT C@NTRACTS, TERMINATION OF EMPLOYMENT
AND CHANGE IN CONTROL ARRANGEMENTS

Change in Control Arrangements

Incentive Plans
Avaya Inc. 2004 Long Term Incentive Plan

The Avaya Inc. 2004 Long Term Incentive Plan generally provides that, unless our Compensation
Committee determines otherwise at the time of grant with respect to a particular award, in the event of a
“change in control”: (i) any options and stock appreciation rights outstanding as of the date the change in
control is determined to have occurred will become fully exercisable and vested; (ii) the restrictions and
deferral limitations applicable to any restricted stock awards will lapse; and (iii) the restrictions and deferral
limitations and other conditions applicable to any other stock unit awards or any other awards will lapse, and
such other stock unit awards or other awards will become free of all restrictions, limitations or conditions and
become fully vested and transferable. In addition, if a “change in control” occurs or is to occur during a
performance period, the Compensatlon Committee shall determine the extent to Wthh performance -awards
shall vest or shall be adjusted in llght of such change in control. .

The plan defines “change in control” to mean, generally: (i) an acqu1smon by any individual, entity or
group (other than an acqu1smon dxrectly from Avaya) of beneficial ownership of SO% or more of either the
then-outstanding shares of our Common Stock or the combined voting power of our then outstanding voting
securities entitled to vote generally in the election of Directors; (ii) a change in the composition of a majority
of our Board of Directors which is not supported by our current Board of Directors; (iii) subject to certain
exceptions, the approval by the shareholders of a merger, reorganization or consolidation or sale or other
disposition of all or substantially all of our assets of or, if consummation of such corporate transaction is
subject, at the time of such approval by shareholders, to the consent of any govemment or governmental
agency, the obtaining of such consent either explicitly or implicitly by consummation; or (iv) the approval of |
the shareholders of our complete liquidation or dissolution.

i
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Avaya] Inc. Deferred Compensation Plan

With respect to deferrals made prior to January 1, 2005, unless a contrary advance election is made,
amounts deferred under the Avaya Inc. Deferred Compensation Plan will be paid in a lump sum as soon as
practicable following a ¢hange in control. With respect to those deferrals, the-definition of “change in control”
under the Deferred Compensation Plan is substantially similar to the definition used for the Avaya Inc. 2004
Long Term Incentive Plan, but the change in control trigger under the Deferred Compensation Plan is 20% as
opposed to 50%. See “—Avaya Inc. 2004 Long Term Incentive Plan™ above. With respect to deferrals made on
or after Janvary 1, 2005, amounts deferred under the Avaya Inc. Deferred Compensation Plan will be paid in a
lump sum as soon as practical following a change in control.- With respect to those deferrals, the definition of

change in control” will comply with regulations to be promulgated by the Internal Revenue Service.

"-Avaya Inc. Savings 'Restoration Plan

As described under “—Pension Plans™ above the ASRP provides certain eligible employees, including
the executlve officers named inithe Summary Compensatron Table, certain benefits otherwise limited under the
ASPSE as.a result of limitations under the:Code. The plan provides that certain allocations made pursuant to
the plan w1tll be paid following a ‘“‘change in control.” The definition of “change in control” for the purposes
of the ASRP is substantially similar to the definition used for the Avaya Inc. 2004 Long Term Incentive Plan.
See “—Avaya Inc. 2004 Long Term Incentive Plan” above. ‘

Severance Agreements

Avayatentered into agreements, w1th each of Messrs. Peterson and McGuire effective September 1, 2001,
with Mr. Thurk, effective January 10, 2002, with Mr. D Ambrosio, effective December 18, 2002, and with
Mr: Scricco effective March 29, 2004, providing for certain severance benefits in the event of the termination
of the employment of such executive officer following a change in control. Each of the agreements has a term
of one year and will renew automatically ‘each year thereafter unless terminated by our Board of Directors.
The Compensation Committee annually reviews-these agreements and makes a determmatlon whether or not
to renew them ‘

Effective September 1, 2004, each of Messrs Peterson, McGuire, Thurk, D’Ambrosio and Scricco
entered into severance agreements replacing the prior agreements following the annual review conducted by
our Board of Directors. Under each agreement, severance is payable upon a company-initiated termination or
a termination initiated by the applicable executive, officer with good reason within two years following a

- change in control The- definition of “good reason” includes a reduction in that executive officer’s
compensation, substant1a1 change in that executrve officer’s work location or the assignment of additional
duties inconsistent in any material respect ‘with, or materially greater in scope than, that executive officer’s

.duties and respons1b111t1es 1mmed1ately prior to such change in control without an appropriate increase in

_targeted compensatlon The definition of change in control is substantially similar to the definition used for the
purposes of] the Avaya Tnc. 2004 Long Term Incentlve Plan. See ‘—Incentive Plans—Avaya Inc. 2004 Long
Term Incentlve Plan” above.

The agreements provrde that Mr. Peterson shall be entitled to a severance benefit equal to three times the
sum of his annual base salary and target bonus, Whlle each of the other executive officers shall be entitled .
. to two tlmes the sum of their respective annual base salaries and target bonuses. In addition, these executive
officers are entitled to contmuatlon of medlcal and life insurance and a pension enhancement payment for the
period of severance. The company w111 also _generally pay to these executive officers an amount covering any
excise tax on these beneﬁts :

Involuntary Separation Plan

The Avaya Involuntary Separation Plan for Senior Ofﬁcers effective October 13, 2001, is designed to
provide a specific payment and certain benefit enhancements to eligible “Senior Officers” of Avaya and its
affiliated companies and subsidiaries in the event that their employment is involuntarily terminated under
certain conditions. Eligible “Senior Officers” include all senior officers who report directly to the CEO,
including Messrs. McGuire, Thurk, D’ Ambrosio and Scricco, who are designated “At Risk” under the Avaya
" Force Management Program Guidelines. The CEOQ is not included as a participant in this plan. A Senior
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* Officer is “At Risk” if there is a company initiated termination ‘other than for “cause,” which is defined as:
(i) conviction (including a plea of guilty or nolo contendere) of a felony or any crime of theft, dishonesty or
moral turpitude; or (ii) gross omission or gross dereliction of any statutory or common law duty of loyalty to

.'Avaya ‘or (iii) any other violation of Avaya’s Code of Conduct. “At Risk” does not include any termination
that is caused by or results from a change in control of Avaya, and, as a result, this _plan does not apply where
one of the agreements listed under “—Severance Agreements” above is triggered. In the event that a Senior
Officer is involuntarily terminated by ‘the Company other than for “cause,” that Senior Officer is entitled to
receive under the plan, upon executing a termination agreement and release, 150% of his final annual base
salary, along with certain other benefits to, continue for a period of time post-closing, including, but not
limited to, certain medical benefits, financial counseling and outplacement services.

COMPENSATION COMMITTEE INTERLOCKS AND INSIDER PARTICIPATION

© Mr: Landy has been a managing member of Warburg Pincus LLC since October 2002 and has been
co-president of Warburg Pincus LLC since April 2002. From September 2000 to April 2002, Mr. Landy served
as an -executive managing director of Warburg Pincus LLC. Mr. Landy has been with Warburg Pincus LLC
since 1985. Mr. Landy was nominated for election to our Board by the Warburg Pincus Entities in connection
with the transactions described under “Corporate Governance and Related Matters—Certain Relationships and
‘Related Party. Transactions.” Mr. Landy may be entitled to indemnification by affiliates of the Warburg Pincus
Entities against certain liabilities that he may incur as a result of serving as a Director of Avaya.

During fiscal 2004 Mr. Peterson served on the board of directors of Reynolds and Reynolds. During that
period, Reynolds and Reynolds paid approximately $500,000 to the Company for the purchase of certain
equipment and software, installation and other services for that company’s facilities and for continuation of
other communications-related ‘services. Mr. Odeen is Chairman and Interim Chief Executlve Officer of
Reynolds and Reynolds and Chairman of Avaya’s Compensation Committee..

SUMMARY COMPENSATION TABLE

The following table sets forth the compensation paid by us for services rendered in all capacities during the
last fiscal year to our Chief Executive Officer and our other four most hlghly -compensated executive officers.

)

W Mg

Je

|

1
J

Annual Compensation " Long- term Compensation Awards
Awards ) Payouts
i Restricted Securities
Other Annual Stock Underlying LTIP All Other
] Salary Bonus  Compensation . Award(s) Options Payouts Compensation
S S . Year _ ($) % ® . %) : #) ($ ¥

Donald K. Peterson, ....... 2004 940,000 2,100,400 75,909(7). — — — 49,106(11)(12)
Chairman of the Board, 2003 940,000 1,032,000 80,384(7) 442,000(8) 1,400,000 — 15,131(11)(12)(13)
President and Chief 2002 940,000 — 88,458(7) 504,800(9) 400,000 — 22,5801 1)(12)(13)
Executive Officer ‘ . > ;
Garry K: McGuire, ........ 2004 466,667 657,000 46,273(7) — 1125000 00— 125,729(11)%12)(14)
Chief Financial Officer and 2003 450,000 359,000 42953(7).  1,430,000(8) 900,000 — 8,810(11)(12)
Senior Vice President — 2002 450,000 — . 44,522(7) 157,750(9) . 150,000 C— 5,825(11)(12)
Corporate Development ‘ .
Michael C. Thurk, ........ 2004 475,000 664,000 32,284(7) — 125,000 — 22,985(11)(12)
Group Vice President — 2003 466,667 © 364,000 39,622(7) ' 1,430,000(8) 1,000,000 = 5,906(11)(12)
Enterprise Communications 2002 311,594  230,000(4)  12,600(7) 945,250(9) . 400,000 — 3,463(11)(12)
Group (1) .
Louis I. D’Ambrosio, . ... .. 2004 475000 664,000 37,659(7) . — . 125000 — 39,240(1 1)(12)(15)
Group Vice President — 2003 374,242 B828,000(5)  34.259(7) 1,350,000(8) 1,000,000 — 315,627(11)(12)(16)
Global Sales, Channels & ' ' ’

. Marketing(2) -

_ Francis M. Scricco, ....... 2004 242,663  827400(6) 21,028(7)  1,558,000(10) 700,000 — 36,289(11)(12)(17)

Group Vice President —
Avaya Global Services(3)

(1) Mr. Thurk became Group Vice President, Systems on January 10, 2002, and later assumed the title of
Group Vice President—Enterprise Communications Group.
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Mr: D’ Ambrosio became Group Vice Presidént—Global Sefvices on December 48, 2002 and later
assumed the title of Group Vice President—Global: Sales, Channels & Marketing.

‘Mr: Scricco became Group Vice Presrdent——Avaya Global Serv1ces on March 29, 2004.

The amount shown represents a $230, 000 payment made pursuant to Mr. Thurk’s offer of employment
Inciudes a payment of $460,000 made pursuant to Mr. D’ Ambrosio’ 3 offer of employment.
Includes a payment of $250 000 made pursuant to Mr. Scricco’s offer of employment.

Includes tax reimbursement payments and- certain-fringe benefits. In add1t1on for Mr: Peterson; amounts
1nclude payments of above-market interest ot deferred compensation payable with respect to deferred
compensatron accounts that were assumed by 'Avaya in connectlon w1th the spin-off from Lucent, whrch
accounts have, since been: distributed.: : ‘ . :

Fringe benefits include financial counseling services, a car allowance, reimbursement for home sectirity
systems, and limited use of the corporate aircraft and automobiles for personal reasons. To the extent .

. that| any fringe benefit received exceeds 25% of the total amount shown, the Company is requrred to-
- specifically identify that fringe benefit in.a footnote or otherwise. .. - ,

Along those lines, in 2004, Mr. Peterson had personal use-of ¢ company aircraft with an incremental cost
to the Company of $23,381. In addition, Messrs. Peterson: McGuire, Thurk, D’ Ambrosio and Scricco
received financial counseling services Valued at $30,000, $19,544, $15,215, $2O 000, and $6,296,
respectrvely, and Messrs. McGuire, Thurk, D’ Ambrosio and Scricco recerved a company car allowance
of $16 800, $16,800, $16,800 and-$9,800, respectrvely * :

In 2003, (i) Mr. Peterson had personaluse of company aircraft with an 1ncremental cost to the Company -
of $17, 065; (ii) Messrs. Peterson, McGuire, Thurk and D’ Ambrosio received ﬁnancral counseling services
valued at $30,000, $18,146, $19,895 and $20,000, respectively; and (iii) Messrs. McGu1re Thurk and.

D’ Ambrosio received a company car allowance of '$16,800, $16,800 and $14,000, respectively.

In 2002, (i) Mr. Peterson had persorial use of company aircraft with an incremental cost to the Company
of $29,938; (i) Messrs. Peterson and McGuire received financial counseling services valued at $24,069
and $20,000, respectively; and (i) Messrs McGurre and Thurk recelved a company car allowance of
$16, 800 and $12,600, respectively.”.” :

Amounts for 2003 are calculated based upon 200,000 r_estn'cté:d stock unit grants to Mr. Peterson on November 8,

- 2002 at the closing price‘ of $2.21; 200,000 restricted stock units-to Mr. McGuire on July 8, 2003 at the closing

price of $7.15; 200,000 restricted stock units granted to Mr. Thurk on July 8, 2003 at'a closing price of $7.15; and
500, (DOO restricted stock units granted to Mr. D’ Ambrosro on December 18, 2002 at a closing price of $2.70.
Holders of these restncted stock units, are_not entrtled to receive drvrdends on their restricted stock units. =~

Amounts for 2002 are calculated based upon 80,000 and 25,000 restricted stock units granted to each
of Messrs. Peterson and McGuire, respectively, on April 18, 2002 using the closing market price for . . =
common stock on that date of $6.31 per share..Mr. Thurk was given an inaugural grant of 75,000 ‘
restricted stock units on January 10; 2002 at a closing price of $10.50 per share and an April 18, 2002
grant of 25,000 restrrcted stock units at a closing price of $6 31 per share. ‘

Mr. Scricco was glven an inaugural grant of 100,000 restricted stock units on March 29, 2004 at the closing -
price: of $15.58. The restricted stock unit award vests 50% on March 29, 2007 and 50% on March 29, 2008.

The total number of restricted stock units held by Messrs. Peterson, McGuire, Thurk, D’ Ambrosio and
Sericco on September 30, 2004 was 240,000, 158,334, 233,334,333,334 and 100,000, respectively.

"~ The value of these restricted stock unit holdlngs on that date was $3,345, 600 $2,207,176,'$3,252, 676

$4, 646 676 and $1,394,000, respectively, based upon-the closing price of Avaya.Common Stock on the
NYSE on September 30, 2004, which was $13.94 per share Holders of these restncted stock units are not
entitled to receive dividends on their restricted stock -units. ’ S

In 2004, company contributions to savmgs plans for Messrs. Peterson, McGuire, Thurk, D’ Ambros1o and Scncco
totaled approximately $42,300, $21,150, $20,350, $15,325 and $14, 560, respectively. These amounts include
company confributions to the Avaya Inc. Savings Restoration Plan, which was implemented in.2004. For
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additional information on the Avaya Inc. Savings Restoration Plan, please see “—Pension Plans” above. In 2003,
company contributions to savings plans for Messts. Peterson, McGuire, Thurk and D’ Ambrosio totaled
approximately $3,790, $4,604, $3,510 and $1,906, respectively. In 2002, company contributions to savings plans
for Messrs. Peterson, McGuire and Thurk totaled approximately $2,500, $2,500 and $1,751, respectively.

(12) Includes $6,806, $4,579, $2,635, $971 and $2,024 for insurance premiums paid on behalf of each of Messrs.
Peterson, McGuire, Thurk, D’ Ambrosio and Scricco, respectively, for 2004. Includes $6,266, $4,206, $2,396 and
$809 for insurance premiums paid on behalf of each of Messrs. Peterson, McGuire, Thurk and D’ Ambrosio,
respectively, for 2003, Includes $4,861, $3,325 and $1,712 for insurance premiums paid on behalf of each of
Messrs. Peterson, McGuire and Thurk, respectively, for 2002. For 2002, amounts indicated for each of Messrs.

~ Peterson and McGuire represent payments for a period of less than a full fiscal year as, for part of the year, each
" of those individuals was covered by a split-dollar life insurance pohcy under which no premium was paid by
Avaya. Premiums under those split-dollar pohmes were paid by Luoent prior to fiscal 2001 and such split-dolfar
policies have since terminated.

(13) For 2003 and 2002, this amount includes a total of $5,075 and $15, 219, respectively, of interest eamed on the

~ special deferred compensation account established in connection an employment agreement with Mr. Peterson that
had been assumed by Avaya. The employment agreement, which was entered irito by Mr. Peterson and AT&T in

oY
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1995, and subsequently assumed by Lucent, required Lucent to establish a special deferred compensation account %5%
in the amount of $190,000. In connection with our separation from Lucent, we assumed Lucent’s obligations under =

the agreement. Mr. Peterson elected to receive a distribution of funds from this account and the account was closed
on November 4, 2002.

(14) Includes a $100,000 “spot” award to Mr McGuire for performance during fiscal 2004.
(15) Includes $22,944 for relocation payments for Mr. D’ Ambrosio in 2004, including the appropriate tax gross-up.

3

(16) Includes $312,912 for Mr. D’ Ambrosio in 2003 for relocation payments, including the appropriate tax gross-up.
(17) Includes $19,705 for temporary housing for Mr. Scricco in 2004, including the appropriate tax gross-up.

OPTION GRANTS IN FISCAL 2004

The following table sets forth information concerning individual grants of stock options made under the
. Avaya Inc. 2004 Long Term Incentive Plan and its predecessor plans, the Avaya Inc. 2000 Long Term
Incentive Plan and the Avaya Inc. Long Term Incentive Plan for Management Employees, during fiscal 2004
to each of the executive officers listed in the Summary Compensation Table.

Individual Grants

Number of
" Securities % of Total
. Underlying Options Granted
Options to Employees  Exercise or

Potential Realizable Value
at Assumed Annual Rates of
Stock Price Appreciation
for Option Term($)(2)

) Granted(1) During Base Price  Expiration
Name #) Fiscal 2004 ($/SH) Date 5% 10%
Donald K. Peterson ............... — — — — — — &V
Garry K. McGuire ................ 125,000 1.2 13.2500 11/16/2010 697,125 1,602,979
Michael C. Thurk ................. 125,000 1.2 - 132500 11/16/2010 697,125 1,602,979
Louis J. D’Ambrosio ............. 125,000 1.2 13.2500 11/16/2010 697,125 1,602,979

‘Francis M. Scricco ....... [T 700,000 6.8 15.6250 03/28/2011 4,408,337 10,315,209

(1) Options granted to Messrs. McGuire, Thurk and D’ Ambrosio expire on November 16, 2010 and vest
one-third annually on the first, second and third anniversaries of the grant date. The options awarded to
Mr. Scricco expire on March 28, 2011, and they vest one-third on the first anniversary of the grant date,
and one-thirty-sixth of the total grant vests monthly thereafter, such that the grant vests fully on
March 29, 2007. Vesting will, in certain cases, be accelerated upon the occurrence of a “‘change in
control.” See “—Employment Contracts and Change in Control Arrangements—Incentive Plans.”

(2) The potential realizable value uses the hypothetical rates specified by the Securities and Exchange
Commission and is not intended to forecast future appreciation, if any, of Common Stock price.
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AGGREGATE OPTION EXERCISES IN FISCAL 2004
AND VALUES AS OF SEPTEMBER 3"0, 2004 ‘
‘The followmg table sets forth mformatujn concerning each exercise of stock options during fiscal 2004
by each of the executive officers listed in the Summary Compensatron Table and the value of unexercised
opt1ons as: of September 30, 2004

Number of Securities' o
Shares Value Underlying . : © - Value of Unexercised

i K . Acquired On Realized Unexercised Options (#). - In-the-Money Options ($)(1) ‘
Name ‘ Exercise (#) $) Exercisable = Unexercisable  Exercisable Unexercisable
Donald K. Peterson e 4,500 50,285 4,614,105 - 848,611 - 9,245,633 8,993,137
Garry K. McGuire ...... -.. 220,000 2,392,112 1,213,333 641,667 3,018,239 5,639,711
Michael C. Thurk ...... oo 202,778 . 2,139,583 293,054 779,168 1,903,146 6,523,133
Louis J. D’Ambrosio ....... 100,000 1,147,400 337,500 687,500 3,796,875 6,414,375

" Francis M: Scricco .......... = — - — 700,000 o — S

(1) Calculated using the fair market Value of a share of Avaya Common Stock on September 30, 2004 which
was. $13 94.

By Order of the Board of Directors

Pamela F. Craven
Secretary

January 4, ZOOS
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APPENDIX A

AVAYA INC.

. ~ CHARTER
'OF THE AUDIT COMMITTEE
OF THE BOARD OF DIRECTORS

Adopted Novemher 2, 2000
- As Amended Through December 16, 2004

- Purpose ‘ .
1.1 The Audit Committee (the “Committee”) is appointed by the Board of Directors of Avaya Inc.
(the “Company™) to assist the Board of Directors (the “Board”) in fulfilling its oversight responsibilities.

1.2 The Committee’s primary: audlt committee duties and responsibilities are to assist the Board with
respect to: :

o The adequacy and integrity of the Company’s internal controls and financial reporting process
" “and the reliability of the Company’s financial reports to the public.

o The mdependence; qualifications and performance of the Company’s internal auditors (the
" “Internal Audrtor ") and external independent auditor (“Independent Auditor™).

o The' Company s compliance with certain legal and regulatory requirements.

1.3 The Committee shall have the authority, in its discretion, to conduct investigations and retain
iindependenit legal, accounting or other consultants or experts to advise the Committee. The Company shall
provide for appropriate funding, as determinéd by the Committee, for payment of compensation to the
Independent Auditor for the purpose of renderingor issuing an audit report and to any advisors employed
by the Committee, as well as for ordinary administrative expenses of the Committee that are necessary or
appropriate in carrying out-its duties.

Composition
2.1 The Committee shall be comprrsed of not less than three members al] of whorn shall be
non-employee directors of the Company. »

2.2 All members of the Committee shall irieet the independence requirements of the New York Stock
Exchange, Section 10A(m)(3) of the Securities Exchange Act of 1934 (the “Exchange Act”) and the rules
and regulations of the Securities and Exchange Commission (the “Commission”).

2.3 The members of the Committee shall serve one-year-terms, and shall’be elected annually by the
Board, upon nomination by the Governance Committee, on-such date as the, Board shall determine. The
members of the Committee may be replaced by the Board.

.2 4 Each Commrttee member shall be ﬁnancrally literate as such qualification is 1nterpreted by the
Board in its business judgment, or shall become financially literate within a reasonable period of time after
appointment to the Commrttee

2.5 The Commlttee Charr shall have accountmg or related ﬁnan01al management expemse as the Board"
interprets such qualrﬁcatron in its business judgment.

2.6 At least one member of the Committee shallr be. an “audit committee ﬁnancral expert” as defined by
the Commission. :

Committee Meetings '

3.1 The Committee shall hold meetings at least quarterly each fiscal year, and at any additional time as
either the Board or Committee deemns necessary.

3.2 The Committee may request that members of management, any employee of the Company, the
Company’s outside counsel and/or the Company’s Independent Auditor be present at meetings as needed.
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3:3 . The Committee shall meet at least quarterly, in separate private sessions, with each of (i) management,
(ii) the Company’s senior internal auditing officer, and (iii) the Independent Auditor.

3.4 'The Committee may form, and delegate adthority to, subcommittees when appropriate, including,
without limitation, the authority to pre-approve permitted andit related and non-audit services.

3.5 'Minutes of each meeting will be kept and distributed to the entire Board.

General Principles as to Independent Auditor

4.1 The following principles shall apply with respect to the:Committee and the Company’s Independent
Auditor: o : ‘ ‘

.a, The Comm1ttee shall have the sole and direct authority to engage, appomt evaluate,
compensate or replace the Independent Auditor.

+b.  The Committee shall be directly: respons_ible for the oversight of the work of the Independent
Auditor (including resolution of disagreements between management and the Independent Auditor
regarding financial reportmg) for the purpose, of preparing or issuing an audit report or performing other
‘audit, review or attest services for the Company. The Independent Auditor shall report directly to the
Audit Committee.

c. The Committee shall review and approve in advance all audit, audit related and non-audit
serv1ces (to the extent permitted by and consistent with the requirements of the Exchange Act)

d. The Committee shall review and approve in advance all fees to be paid to the Independent
Auditor for audit, audit related and non-audit serv1ces consistent with the requirements of the
Exchange Act.

le. Ifthe Company 8 Independent Auditor identifies a ‘significant problem that is not bemg
adequately addressed by management it shall be communicated to the Committee.

4.2 'The Comm1ttee shall obtain and rev1ew an annual report from the Independent Auditor describing:
(a) the Independent Auditor’s internal quality-control procedures;

'(b) any material issues raised by the most recent internal quality-control réview, or peer review,
of the firm, or by any inquiry or investigation by governmental or professional authorities, within the
preceding five years, respecting one or more independent audits carried out by the firm;

'(¢) any steps taken to deal with any such issues; and -L

. '(d) any matters descnbed in reports filed by the Independent Auditor with the Public Company
Accountmg Oversmht Board.

43 'The Independent Auditor shall report to the Comm1ttee
‘(a) all critical ‘accounting practices and policies to be used;
.(b) all alternative accounting treatrients; and

‘ .(c) other written communications with management, such as the manageme‘nt letter provided by
/ the Independent Auditor and the Company § response to that Ietter as well as any schedule of unadjusted
audit' differences. -

4.4 !The Committee shall undertake the followmg w1th respect to the Independent Auditor’s
independence: : ‘

‘a. Ensure that the Independent Auditor submits annually, a formal writtén statement including
the written disclosures required by Independence Standards Board Standard No 1 delineating all
relatipnships between the Independent Auditor and the Company.

'b. Actively engage in a dialogue with the Independent Auditor with respect to any.disclosed
relationships or services that may impact the objectivity and independence of the Independent Auditor.

c. Consider whether the provision of non-audit services by the Independent Audltor is compatlble
with maintaining the 1ndependence of the Independent Audltor
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Primary Responsibilities

Financial Reporting and Disclosure

5.1 The Committee shall review and discuss with management and the Independent Auditor the audited
financial statements of the Company, the results of the year-end audit by the Independent Auditor and the
other financial information, including management’s discussion and analysis of financial condition and results
of operations, included in the Company’s Form 10-K.

5.2 The Committee shall discuss with the Independent Auditor the matters the Independent Auditor
determmes are requ1red to be discussed by Statement on Auditing Standards No. 61.

5.3. Based on the review and discussions with management and the Indep‘endent Auditor referred to in
this charter the Committee will advise the Board of Directors whether it recommends that the audited financial
statements be included in the Company’s Annual Report on Form 10-K (or incorporated by reference to the
Annual Report to Shareholders).

5.4 The Committee shall discuss with management and the Company’s Independent Auditor the
Company’s quarterly financial statements and management’s discussion and analysis of financial condition and
results of operations included in ‘the Company’s Form 10-Q and shall discuss with the Independent Auditor the
matters the Independent Auditor determines are required to be discussed by Statement on Auditing Standards

“No. 71, in each case prior 1o filing the Form 10-Q with the Securities and Exchange Commission.

Audits/Internal Controls ‘

5.5 The Committee shall review the proposed audit plans of the Internal Audltor for the coming year
and the coordination of such plans with the Independent Auditor and shall review and discuss with
management the results of such audits.

-5 6 - The Committee shail discuss with management the Independent Auditor and the Internal Auditor:
" a.  The adequacy of the Company s'internal accountmg controls and the financial reporting process.

b. The status of internal control recommendatlons made by the Independent Audltor and the
Internal Auditor.
¢. The certifications of the Company’s annual and quarterly financial statements required to be
made by the Company s CEO and CFO and the procedures performed to support those certifications.
d. The Company’ s report on internal control over financial reporting and the Independent
Auditor’s attestation of the report prior to the filing of the Company’s Form 10-K.
5.7 The Committee shall review and concur in the appointment, replacement, reassignment, or
dismissal of the Internal Auditor and provide input to the CFO as part of the performance evaluation of
the Internal Auditor.

Compliance Oversight

5.8 The Committee shall be knowledgeable about the content and operation of the Company’s Global
Ethics and Compliance program and shall exercise reasonable oversight with respect to the implementation
and effectiveness of the program, including:

a. review and evaluation of the adequacy of the Company’s Ethics and Compliance Program (the

“Program’) to ensure the Program addresses ethical conduct and compliance with civil and criminal laws.

b. discussions with the Company’s General Counsel and, as the Committee may deem appropriate,
other leaders of the Program, on the adequacy of the policies and practices of the Company related to
compliance with key regulatory requirements, conflicts of interest and ethical conduct. :

c. establishment of procedures for the receipt, retention and treatment of complaints received by
the Company regarding accounting, internal accounting controls or auditing matters, and the confidential,
anonymous submission by employees of concerns regarding questionable accounting or auditing matters.

d. periodic review of the Company’s policies with respect to risk assessment, including, but not
limited to, key legal and compliance risk exposures, and the steps management has taken to monitor and

II-A-3

.




contrpl such exposures, and the use of these assessments to modify the Company’s Program in order to
meet emerging threats to compliance.

Other

5.9 The Commmee shall periodically receive reports from and discuss with the Company s General
Counsel any material government investigations, litigation or legal matters.

5. 10 The Committee shall;

- a. Review and reassess the adequacy of this Charter annually and recommend any proposed
changes to the Board for approval.

"b. Prepare the report requlred by the rules of the Comm1ss1on to be included in the Company s
annual proxy statément. ‘

c. Rev1ew and reassess the adequacy of the Policy Regardmg the Independent Auditor, proposmg
changes as necessary.

5.11 - The Committee shall discuss and preview with management earnings press releases financial
1nformat10n and earnings guidance (including the use of non-GAAP financial measures) provided to analysts
and ratmgw agencies prior to their release.

5.12 . The Commlttee shaIl report to the full Board of Directors all 51gn1ﬁcant items discussed at any
Commmee meeting. :

5.13 . The Committee shall conduct an annual performance evaluation of the Commlttee

Scope of Responmbxhhes

6.1 NV hile the Committee has the responsibilities and powers set forth in this Charter, it is not the
duty of the Committee to plan or-conduct audits or to determine that the Company’s financial statements and
disclosures are complete and accurate and are in -accordance with generally accepted accounting principles.
This is the responsibility of management and the Independent Auditor. Nor-is it the duty of the Committee
to conduct investigations or to-assure compliance with laws and regulations and the Company’s Code
of Conduct.

6.2 The Comrmttee shall have such additional respons1b111t1es related to ﬁnanc1al matters of the
Company as the Boa:d may, from time to time, a551gn to the Committee.
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211 Mt. Airy Road
Baskmg Ridge, New Jersey 07920 .

2004 ANNUAL REPORT

This Annual Report contains an overview -of Avaya’s business, as well as information regarding Avaya’s
operatlons dunng fiscal 2004 and other information that our shareholders may find useful.

A. BUSINESS ‘
Overwew

Products, Applications and Services

We are a leading provider of commumcatlons systems, applications and services that help enterprlses
transform their businesses by redefining the way they work and interact with their customers, employees,
business partners, suppliers and others. Our goal is to help our customers optimize their enterprises in order
to serve their customers better, enabling them to reduce costs and grow revenue while preserving the security
and reliability of their networks. A key component of our strategy is to leverage our substantial experience
and expertise in traditional voice communications systems to capitalize on the transition of these traditional
voice systems to IP telephony systems. We believe our comprehensive suite of IP telephony systems,
communications applications and appliances, as supported by our global services organization, transforms the
enterpnse communications system into a strategic asset of our customers by enabhng them to communicate

“anyone, at any place, at any time and in any way” they choose.

Our product offerings include:
¢ Internet Protocol, or IP, telephony systems;
¢ ' appliances, such as telephbné sets;

e multi-media contact center mfrastructure and apphcatlons in support of customer relationship
"' management;

e unified commumcauons apphcauons which mclude voice and multi- med1a messagmg, and
‘o 'tradmonal V01ce communication systems. .

We support our broad.customer base with comprehenswe global service offerings that enable our
customers to plan, design, implement, maintain and manage their communications networks. We believe
our global service organization is an important consideration for customers purchasing our products and
appl1cat10ns and is a source of significant revenue for us, primarily from maintenance contracts. The skilled
professionals of our services organization, together with our networks of business partners and our ability
to diagnose customer network faults remotely, can prov1de 24 hour a day, seven day a week service to
our customers around the world. Our end-to-end portfoho of service offerings provides a s1ngle point of
accountablhty and mcludes ‘

¢ managed services; . .
* business consulting, professmnal services, des1gn and network 1ntegrat1on
¢ product implementation; and e ‘

* main ten ance serv1ces

Customers and’ Competltlve Advantages

‘Our broad customer base is comprised of enterprises of in a- wide var1ety of sizes, industries and
geographic regions.”Our customers range in size from small enterprises employing ten employees to large
government agencies and multinational companies with over 100,000 employees. Our customers include
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enterprrses operating in a broad range of industries around the world, including financial, manufacturing,
media and communications, profess1ona1 services, health care, education and governmental.

We are focused on the migration of our customers’ traditional voice communications to a converged
network that provides for the integration of voice, data, video and other application traffic on a single
network. We offer customers the flexibility to implement a new IP telephony system or “IP-enable” their
existing voice communication system, thereby preserving their existing communication technology investments
and allowing them to implement IP telephony at their own pace. The appliances that operate on converged
networks, lincluding IP phones, computer workstations, wireless phones and other devices are replacing
traditional: telephones. The flexibility of converged networks offers increased functionality and provides our
enterprise customers with the ability to reach the right person at the enterprise, at the rlght -time, in the right
place and in the right way, thereby optimizing business interactions and enhancing our customers’ ability
to grow revenue and reduce costs. Our products, applications and services are driving the integration of
communications and business-processes, making commumcatrons an important component of our customers’
business strategres

We enjoy several strengths that we beheve provide us with a competmve advantage in the enterprise.
communications market: T : ‘

o clear focus on the enterprise"

° CXtGHSlVC voice experlence and expertrse

e ’abrhty to “IP-enable” exxstmg voice commumcatron systems
® llargeﬂmstalle_d customer base; : L
o a compreherisive suite of industry-leading communications applications;
‘ e a global serv1ces organrzatron that offers end-to-end customer solutlons and

“e. ‘strateglc alliances ‘with world- class busmess partners.

Fiscal 2004 Financial and Operating Goals

At the beginning of fiscal 2004, we set financial and operating goals of. Trevenue growth, a return to -
profitability for the full fiscal year and enhanced liquidity. We delivered ﬁnanmal and operating results for
fiscal 2004 that achleved these goals:

Revenue growth—Revenue for the ﬁscal years ended September 30, 2004 and 2003 was $4 069
m1111on and $3,796 million, respectively, Our 7% revenue growth in the current ﬁsca] year was across
all of our operating segments and in each geographic reglon in whrch we ‘operate. Révenue growth in
fiscal 2004 was due primarily to the growing adoption of our IP telephony systems (sales of which
more than offset the expected decline in sales of our traditional voice systems) and the impact of
our-acquisition of Expanets in November 2003. : oo

e Return-to profitability—~We earned net income from cOntinﬁing operations for fiscal 2004 of $291.
" million, compared to a net loss fromcontinuing operations in fiscal 2003 of $128 million. We ha\'/e
" “earned positive net income for each of the last six’consecutive quarters. Each of our operating
segments was proﬁtable for the ‘year: Qur operatmg income for fiscal 2004 was $323 rmlhon or. <’
7.9% of revenue -compared to $63 million, or 1.7% of revénue' in fiscal 2003. -

‘s Enhanced lzquza’zzy——We increased our cash position to $1,617 million as of September 30, 2004
from $1,192 million as of September 30, 2003 and improved our net cash to $1,024 million as of
September 30, 2004 .from $239 million as of September 30, 2003. Nét cash provided by operating
activities increased from $169 million for fiscal 2003 to $479 million for fiscal 2004..

We were incorporated under the laws of the State of Delaware under the name “Lucent EN Corp.” on
February 16, 2000, as a wholly owned subsidiary of Lucent Technologies Inc. As of June 27, 2000, our name
was changed to “Avaya Inc.” On September 30, 2000, Lucent contributed its enterprise networking business. .
to us and-distributed: all of the outstanding -shares. of our capital stock to its shareowners: We refer to these

- transactions in this annual report as the “distribution.” Prior to the distribution, we had no material assets or -’

[
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activities as a separate .corporate entity. Following the distribution, we became an independent public
‘company, and Lucent has no continuing stock ownership interest in us.

Acquisitibns and Divestitures ,
We have completed the following acquisition and divestiture transactions since September 30, 2003:

e Acquisition of Expanets and Sale of a Portion of Expanets’ Business—On November 25, 2003 we
acquired substantially all of the assets and assumed certain liabilities of Expanets, previously one
of our largest dealers. Upon the closing of the acquisition, we determined to sell the portion of the
business that previously distributed other vendors’ products and completed this divestiture through
a series of transactions in December 2003 and January 2004,

e Sale of Connectivity Solutions—In January 2004, we sold substantially all of our Connectivity
Solutions structured cabling segment to CommScope, Inc., except for the sale of certain remaining
international operations that was substantially completed during the remainder of fiscal 2004.

¢ Acquisition of a Majority Interest in Tata Telecom Ltd.—As a result of a private stock purchase and
a tender offer in India that was completed on August 4, 2004, we increased our ownershrp of the
issued share capital Tata Telecom Ltd. (now called Avaya GlobalConnect, or AGC), a leading voice
communications solutions provideér in India, from 25.1% to 59.1%.

e Acquisition of Spéétel ple—On October 4, 2004, we completed the- vauisition of all of the issued
share capital of Spectel plc, or Spectel, a company mcorporated in Treland and a leading provider of
audio conferencing solutions. , ' ‘

e Acquisition of Tenovis—On November 18, 2004, we completed the acqursrtron of all of the issued
share capital of Tenovis Germany GmbH, or Tenovrs a major European prov1der of enterprise
communications' systems and services.

For more information concerning each of these acquisitions and drvestltures please see “Management’s
Discussion and Analysis of Financial Condition and Results of Operations—Operating Segments—
Acquisitions and Drvestltures and Note 5, Business Combinations and Other Transactions, to our
Consolidated Financial Statementswhich are included herein.

Reorganization of Capital Structure ‘
As part of our de-leveraging strategy, we have completed several transactrons since September 30, 2003.
These include: o ) .
» A redemption in March 2004 of $224 million aggregate principal amount of our outstanding 11%%
senior secured notes financed with the proceeds of an equity offering of approximately 14 million
shares of our common stock; . :

e Repurchases of $132 million aggregate pr1n01pa1 amount of our senior secured notes in a series of
open market transactions in the third quarter of fiscal 2004,

e A cash tender offer to purchase any and all of our outstanding senior secured notes in November
2004, pursuant to which we purchased with. available cash a total of $271 million of our outstanding
senior secured notes and obtained consents to amendments to the indenture that eliminated
substantially all of the restrictive covenants and the requrrement under the indenture to provide
security for the senior secured notes; and ‘ '

e Amendments in January 2004 and October 2004 to our Amended and Restated Five-Year Revolving
Credit Facility, in each case to provide us with, among other things, addrtronal ﬂex1b111ty to

: repurchase our debt securities and make acquisitions.
In addition, we announced on November 18, 2004 that we will redeem for cash all of our outstandmg
Liquid Yield Option™ Notes on December 20, 2004 for an aggregate redemption price (assuming the entire
outstanding amount were settled in cash) of $299 million.
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For more information concerning each of these transactions, please see “Management’s Discussion and
Analysis of Financial Condition and Results of Operations—Liquidity and Capital Resources” and Note 8,
Long- Term Debt, to our Consolidated Financial Statements, which are included herein.

Operating Segments

.We offer a broad array of communications systems apphcanons and services that enable enterprises to
communicate with their customers, suppliers, partners and employees through voice, Web, electronic mail,
facsimjle,}Web chat sessions and- other forms of communication, across an array of devices. These devices
include telephones, computers, cell. phones and personal digital assistants.

. Our broad portfolio of products includes:
/ e products we have developed internally,

® products we have obtained through acquisitions and products manufactured by third"panies that
we resell,

o products and software provided to us by third parties as components of our offerings, and -
e products we have developed through dur strategic alliances with other technology leaders.

Our products range from systems designed for multinational enterprises with multiple locations
worldwide, thousands of employees and advanced communications requirements to systems demgned for
businesses with less than ten employees.

For the fiscal year ended September 30, 2004, revenue from our Enterprise Communications Group,
Small and Medium Business Solgtions and Services segments was 43.7%, 6.5% and 49.7%, respectively,
of our total revenue. The performance of our two largest segments, Enterprise Communications Group
and Services, typically has the greatest impact on our consolidated operating results. Because many of our
customers who purchase products and applications from our Enterprise Communications Group segment |
purchase contracts to service those products and applications from our Services segment, the performance
of our Services segment is related to the performance of our Enterprise Communications Group segment.
Our Small and Medium Business Solutions segment represents a small pomon of our total revenue and in
January 2004 we sold our Connectivity Solutions segment (which was previously disclosed as a separate
operating segment) so that we could strengthen our focus on our other offerings. In October 2004, we
announced our intention to realign our operating segments to better reflect the way we intend to manage
our business now that our acquisition of Tenovis is complete. Beginning in the first quarter of fiscal 2005,
we will manage our business based on two operating segments: Products and Applications (which reflects a
combination of our Enterprise Communications Group segment and Small and Medium Business Solutions
segment) jand Services. Please see Note 15, Operating Segments, to our Consolidated Financial Statements
which are included herein, for financial information regarding our operating segments.

Histarically, sales of our traditional enterprise voice communication systems represented a significant
portion ofi our revenue. Revenue generated by these systems has been declining, however, and as described
more full)}f under “Enterprise Communications Group,” we are focused on the migration of our customers’
networks from traditional voice communications systems to.IP telephony systems. During fiscal 2004, revenue
from the sale of our IP telephony systems increased and mitigated the decline in- sales of our traditional voice
systems: If we are successful in implementing our strategy, sales of IP telephony systems will continue to
be a larger component of our total revenue in the future, as adoption of IP telephony by enterprises becomes
more w1despread Historically, our Enterprise Communications Group segment marketed IP telephony and
traditional voice systems to large enterprises and our Small and Medium Business Solutions segment marketed
these products to small and medium sized enterprises. Sales of mamtenance contracts to service enterprise
voice commumcatrons systems are a significant component of revenue generated by our Services segment.
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For the fiscal years ended September 30, 2004, 2003 and 2002, the percentage of total revenue -
contributed by each class of _similar pgoducts, applications or services is as follows: .

.. K e C ‘ Percentage of Consolidated Revenue

2004 ‘ 2003 2002
Enterprise Communications Group: . . ,
Converged SYSIEMS . .....viiiiii i e 22% 23% . 26%
Applications ......... T D e - 13% 12%  11%
Appliances e e ,.....‘. ................... e ‘ ‘ 8%. . . 6% - 6%
OTHET ot 1% 2% 1%
Total Enterprise Commumcatlons Group ... _44%. « 43% - _44%
Small and Medium Business Solutions: 6% . 6% . 6%
Avaya Global Services: . o o :
Maintenance—Contract ......... P 34% ‘ 33% S 32%
Managed Services .............. ST PP 6% %, 1%
IMPIEMENLAON ... ... eevteeeieeereeeteeaieseeeeainnee 5% 5% 5%
Other ........ O PP . 5% 6% - _ 6%
Total Avaya Global Services ......... T 5% T 51% . _50%
CTotal Lo 100% 100% 100%

Enterprise Communications Group Segment

Our Enterprise Communications ‘Group segment is focused on the sale of ‘communications systems,
products and applications to our énterprise customers. Our primary offerings for this segment include IP
telephony systems and traditional voice communications systems, multi-media contact center infrastructure
and apphcatlons in support of customer relationship management, unified communications apphcatlons and
appliances, such as IP telephone sets. A critical component of our strategy is our focus on the rmgratlon of our
customers’ traditional voice communications systems to a converged network that provides for the integration,
based on Internet Protocol technology, of voice, data, video and other application traffic on a single unified
network containing both wiréd and wireless elements. Internet protocol is a type of protocol, or set of
standardized procedures, for the formattmg and timing of transmtssmn of communications trafﬁc between
two pieces of equipment. : ‘

We believe the implementation of a converged network can provide 51gn1ﬁcant benéfits to an enterprlse
in a number of ways. These benefits include:
e reduced costs through the use of a single unified network
¢ simplified administration and lower costs for moves, adds and changes
» least cost routing techniques for call processing;-
e increased worker productivity resulting from enhanced wired and wireless network access to-all
" communication channels, such as voice, e-mail and fax, from an array of devices, including
computer, telephone, céll phone, fax machine and personal dlgltal agsistant; and © '
 enhanced business performance through the integration of IP telephony “with other communications
applications, such as voice messaging, e-mail, unified communications and contact centers, and
third-party business applications, such as those that facilitate supply chain- management and work
flow processes. ' :
Converged Systems. We are a worldwide leader in enterprise telephony, IP telephony and tradltlonal
voice telephony, which we define as the market for traditional voice telephony and IP telephony in the
aggregate. Sales of telephony products and systems by our Enterprise Communications Group-and Small and
Medium Business Solutions segments are combined for purposes of these market leadership calculations.

'
\

III-5

(

e

=Ra




Our suite of IP telephony offerings includes: : B P

e Avaya Communication Manager, our voice application software that inanages‘call processing,
facilitates secure customer interactions across a varrety of media and supports a range of Avaya
and third-party applications;

e our media servers, which put voice applications such as call processing on the customer slocal . .-
area network; . )

e our media gateways, which support traffic routmg between tradmonal voice and IP telephony systems, -
prov1d1ng enterpnses with the flexibility to implement a new IP telephony system or to “IP- enable”
their existing voice communications system, thereby helping to preserve existing communications’
technology investments; - ‘ . :

. ® Avaya Integrated Management, a Web- based comprehensive set of tools that manages complex voice
and data network infrastructures; :

& our Avaya Extension to Cellular solution, which transparently bridges any cell phone to any Avaya
communications Server;

' . ® SIP (Session Initiation Protocol) communication enabling real time features such as Presence Status
(which indicates in a standardized shareable manner the communications state of a participant,

for example “Phone Status = Off-Hook”) and Instant Messagmg within the secured enterpnse
network; and

. 'Apphcatlon ‘Enablement platform allowing enterprises and call centers to efficiéntly ¢combine various
applications to the Telephony and Call Center infrastructure.

In 2003, we entered into a strategic alliance agreement with Extreme Networks Inc to Jomtly
develop and market converged communications solutions. Under this agreement weé resell Extreme’s data
networkmg products on a stand- alone basis and as part of our suite of IP telephony offermgs In September
2004, Extreme s products for customer LAN core applications became our primary offering. Avaya contrnues
to offer data networkmg capab111t1es integrated into its converged communications solutions. The products
resulting from joint development between the companies will be offered to the markef in the first calendar
quarter of 2005. Avaya Global Services is providing a full complement of plannmg, des1gn 1mplementat1on
and management services worldwide. Extreme will also continue to sell its data networkmg products through
its multmat1onal distribution chanrels.

In December 2003, Avaya and Polycom, Inc. announced that the companies will collaborate to _]omtly
develop and market new, IP-telephony-enabled video solutions that will facilitate desktop and group videg
communication. The result is intended to help businesses commumcate more efficiently, reduce costs, simplify
network management and make real-time video a significant component of enterpnse commumcatrons Avaya
plans to sell and service these products globally. :

In October 2004, we acquired Spectel plc, the world leader in audio conferencing solutions. This
acquisition will enable us to continue to expand our capabilities in conferencing, which we believe is a core
business cdmmunications technology. Spectel’s software-based solutions are designed using industry standards,
which makes them well-suited to integrate with systems from a variety of vendors, The conferencing solutions
offer enterpnse self-service or managed on-premise and telecommunications service provider solutions, including
applications for advanced services, such as 1ntegrat10n with other product1v1ty software surtes sophrsncated
operator support functions and wireless capab111t1es ’

We also offer. traditional v01ce communications systems although the market for these systems is
declining and we are focused on the migration of customers’ traditional voice communications systems to
IP telephony systems.

Commumcatzons Appllcatzons Our Commun1cat1ons Apphcat1ons orgamzat1on is focused on applications,
that fac1l1tate and enhance interaction in an enterprise with customers, partners, suppliers and -employees.
This orgamzatlon is currently focused on infrastructure and apphcatrons for mult1 media contact centers and
unified communications.
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Contact Centers. Our contact center product offerings are software and hardware systems and software
applications for customer contact centers (including call centers), which are the foundation of many -
customer relationship management, or CRM, offerings. We use the term call centers to refer to applications
that primarily manage an enterprise’s interactions with customers via the telephone, and the term contact
centers to refer to applications that allow customers to interact with an enterprise using multiple mediums of
communication, including electronic mail, access from'a Web site, Web chat and collaboration, voice self-
service, telephone calls and facsimiles. We are the leading provider of call center systems in North America,
Western Europe, Asia Pacific and Central and Latin America. Our strategy is to leverage this leadership
position to market a broader suite-of CRM applications.

Our Avaya Contact Center Solutions offer a suite of intelligent call routing alternatives that can
accommodate single call centers or multiple call centers through “virtual” routing over a converged network.
Calls can be routed to customer care agents or self-service applications based on a variety of criteria, or
business rules, including call volume, workload, agent language or other expertise or across time zones or
countries and in each case, routing is transparent to the customer. Our contact center offerings include Avaya
Interaction Center, which manages interactions across a variety of communication channels, including Web,
e-mail and advanced telephony systems. I '

Unified Communication.- We define Unified Commumcatlon as a famﬂy of apphcatlons that allow
individuals to collaborate and communicate more effectively and to navigate more quickly in a networked
infrastructure through a variety of communications devices, including telephones, computers or personal

“digital assistants. Our Unified Communication offerings include our voice messaging and unified messaging
products, our IP-based unified communication solution and other multimedia collaboration tools. Unified
messaging is an advanced messaging solution that delivers the convenience and benefits of combining the
storage of more than one type of message, including voice, facsimile and email. ‘

We are the worldwide leader in sales of voice messaging and unified messaging. Our messaging systems
are configured both as stand-alone servers or as embedded software or hardware in communications servers.
Many of our messaging systems are compatible with the voice communications systems of other vendors so
that an enterprlse may choose our messaging system as the standard for all its locations.

We offer a wide variety of voice messaging and unified messaging applications de51gned to serve the
telephone call answering, facsimile, voice and unified messaging communications needs of enterprises. Unified
messaging facilitates access to messages through the most convenient device, including Internet browsers,
LAN-based personal computers and wireline or wireless telephones, using text-to-speech technology- for
telephonic e-mail retrieval. These products are marketed under a number of brands, including our primary
brands, Octel® Messaging and INTUITY® AUDIX® Messaging. In addition, our Avaya Unified Messenger®
system for Microsoft® Exchange is a unified messaging system software solution that stores voice and
facsimile messages directly in a user’s Microsoft Exchange electronic mailbox and enables user access to
this mailbox by telephone or fax machine or a Microsoft Exchange interface on the user’s personal computer.
The Avaya Unified Messenger Solution—IBM Lotus Domino Version application enhances the functionality
of a user’s Lotus Domino e-mail messaging by providing the user with one mailbox for voice, e-mail and
fax messages.

Our unified communication offering, Avaya Unified Commumcatlon Center, provides a user with
ability to:

e access voice, fax and e-mail messages from an array of commumcatlon devices;

* connect to enterprise databases from a variety of media, including computers telephones and personal
digital assistants; and

o utilize personalized information filtering, to prlormze commumcatlon interactions and screen calls or

route them to voice mail. N

Communications Applzances In 2003 we formed amnew d1v151on within our Enterprise Commumcatlons
Group segment referred to as Communications Apphances Commumcatlons Appliances consists mainly of
hardware such as telephone sets and software that resides on alternative endpomts such as our IP Softphone,
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which provides the functionality of a digital telephone on a personal computer. or. handheld device. To date,
our apphances have typically been sold as components of a'larger sale of a.converged system

Small and Medmm Busmess Solutions Segment

Avaya s Small and Mediurn Business Solutions (SMBS) segment is focused.on. the sale of
communications products and applications for small and ‘medium-sized businesses. Qur. primary offerings
include IPtelephony and traditional voice systems, as well as a host of applications, including messaging,

" contact center, mobility, and conferencing, among others. Our products and applications provide -enhanced
communications capabilities to customers with fewer than 250 employees and in a- wide range of industries
and market segments. SMBS is also targeting well-defined vertical markets and segments (for example, legal,
accounting, retail, real estate, healthcare and minority- owned busrnesses) to develop, market and sell solutlons
that address the specific requirements of these businesses. o - r

The products. within the Avaya SMBS portfoho 1nclude : .. D -
Avaya IP Office L

Avaya IP Office is an “all-in-one” IP telephony solution designed to deliver converged voice and data
communications solutions to small and medium-sized businesses and branch offices of larger enterprises. IP
Office offers a variety of business-enhancing features including unified messaging, voice mail, conferenCing,
contact center capabilities, support for remote workers and other-features that are usually available only with
larger, more complex systems that typically cost more. Avaya has. installed 35,000 IP Ofﬁce systems for-small
and medium businesses worldwide since its. introduction in 2002.

IP Office can be customized to fit a company’s needs; and allows an ofganization to implement 1P
communications at its own pace, while protecting the ‘customer’s current investment. The solution supports
up to 360 users, and features a firewall for network security, internet access, wireless connectivity, advanced
message monitoring and three ways to ‘access phone calls—funct1ona11t1es which untrl now could only be
afforded by large corporations. 8 :

Tradztzonal Voice Systems

We also provide traditional voice systems for the SMBS market including our Panner Advanced
Commumcauon System Merlm Maglx Integrated System and INDeXTM System

Servwes Segment

Our Serv1ces segment is focused on supporting out broad customer base with comprehensive end to
end global service offerings that enable our customers to-plan, design, 1mplement monitor and manage their
convergedicommunications hetworks worldwide. Through our offers customérs drive from where they are to
where they want to be by optimizing communication, solutrons and enabling busmess growth -

We beheve customers choose Avaya Servrces based on our
.,‘-‘ 'end to end solutions; o S .

) expenence and expertlse L

e d1agnostrc tools and capability;

e resources; R - SRR LI

e single point of accountability; and

o worldwide network of relationships.
Our broad portfolio addressés the following busrness needs ‘of our customers:

Business communications strategy development and planning. We help our customers define communications
strategies that support their business operations ‘tilizing technologiés that are most suited'to their busrness The
strategies are developed through a collaborative effort with the objective of maximizing technology investments and
leveraging lcommunications for strateg1c compet1t1ve advantage Customer beneﬁts mclude

- creation of 1nfrastructure and 1ntegrat10n road maps
. des1gn of architectural frameworks a
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e definition of network optimization strategies; and
s development of transformation and migration plans.

Applications design and integration. Through.operation, impiementation and integration specialists
worldwide, we help customers leverage and optimize their multi-technology, multi-vendor environments.
through the use-of Contact centers, Umﬁed Communication networks, and IP telephony. Customer
benefits include:

s optimized network and apphcatrons
. enhanced commumcatlon with customers partners, supphers and employees and
J 1mproved operatronal efficiency.

Mzgratzng to IP. Through our team of IP migration spec1ahsts supported by our mdustry leading Avaya
ExpertNet>™ VoIP-Assessment Tool, we are able to provide single point of accountability and full range of

service offerings to help our customers develop migration plans, assess network readiness, and address issues -

of network optimization and security. Customer benefits include:
e improved operational efficiency and productivity;
¢ reduced capital expenditures and costs; and.
" e enhanced opportunity for busmess growth.

Securing communications networks and ensurmg contlnuzty Our specialists, working with government
defense, intelligence, and disaster recovery agencies and certified by the National Security Agency, use
documented methodologies to help customers identify vulnerable points in their communications networks,
suggest security policies and develop dlsaster recovery plans. Customer benefits include:

o reduced risk;
e continuous communications; and
e protected customer information.

Day-to-day communications support and network management Avaya is the leadmg U S. provider of
mamtenance services. Our Services team, supported by extensive tools and technologles such as Avaya Expert
Systems®™ Diagnostic Tools, monitors and optimizes customers’ network performance ensuring availability
and keeps communication networks current with the latest releases. In the event of an outage, our customers
receive the support they need to.recover quickly."Customer benefits include:

o speed and flexibility of execution;
e more reliable operations; and N
e maximization of in-house skills.

Supplementing IT Capabilities. Avaya Services has complemented our customers’ IT capabilities through
our Managed Services Offers. Our expertise in managing complex multi-vendor, multi-technology networks,
optimizing network performance and conﬁguratrons backing up systems, detecting and resolving faults,
performing moves, adds, and changes and managing trouble tickets, and inventory has led’ several of our
customers to supplement their in-house staff cost- effectlvely Customer benefits mclude

. i PRI . h o .
i o “ . L8

e “focus on core busmess
e reduced operational risks; and
e controlled capital eXpendi_tures.
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Forward Lookmg Statements ,
(Cautionary Statements Under the Private Securities Lrtrgatron Reform Act of l995)

Our disclosure and analysis in this- 2004 Annual Report contain some forward-looking statements.
Forward-looking statements give our current expectat1ons or forecasts of future events. You-can identify these
statementslby the fact that they do not relate strictly to historical or cutrent facts. They use words such as

“anticipate, estimate,” “‘expect,” “project,” “intend,” “plan,” “believe,” and other words and terms of similar
meanmg in connection with any discussion of future operatmg or financial performance. From time to time,
we also’ may ‘provide oral or Wrrtten forward-looking statements in other materials we release to the public.

(LTS LEANT FLINYY

Any or all of our forward- lookmg statements in this 2004 Annual Report and i m any other publrc ,
statements|we make. may turn out to be wrong. They can be affected by inaccurate assumptions we might
make or by known or unknown risks-and unceértainties. Many factors mentioned in the -discussion: below will
be important in determining future- results. Consequently, no forward-looking statement can-be guaranteed and
.you are cautloned not to place undue reliance on these forward lookmg statements Actual future results may-

4

vary materlally . : ‘ : BN

Except as may be required under the federal securities laws, we undertake no obligation to publicly
update forward-looking statements, whether as a result of new information, future events. or otherwise. You are
advised, however, to consult any further disclosures we make on related subjects in our Form 10-Q and 8-K
reports to the SEC. Also note that we provrde the following cautionary d1scussron of risks, uncertamt1es and
possibly inaccurate assumptions relevant to ‘our busrnesses These are factors that we think could cause our
actual results to differ materially from expected and historical results. Other factors besides thosé listed here
could also adversely affect us. Thrs drscussron is provrded as permltted by the Pr1vate Securrtres L1t1gat10n
Reform Act of 1995. :

The risks and uncertainties referred to above include, but are not hrmted to:
® prrce and product competition, '

e rapid technologrcal development,

K dependence on new product development

* the mix of our products and servrces, ‘ o _ . bv ,‘ . S

° customer demand for our products and services, e . ‘ - } - -

e r1lsks related to inventory, including ‘watranty costs; obsolescence charges, excess capacity and
- material and labor costs, - ST
o the ability to successfully integrate acquired companies, , . Lo
o the ability to attract and retain qualified ‘employees,
e . control of costs and expenses, .
-o the ability o form and 1mplement alliances, R
°® 'the econormc polrtrcal and other risks assoc1ated wrth 1nternatronal sales and operatrons

e U.S. and non-UsS. government regulanon and

‘

¢ general industry and market conditions and growth rates and general domestrc and international
economic conditions including interest rate and currency exchange rate ﬂuctuatrons

In addition, set forth in our annual report on Form 10- K for fiscal 2004 filed wrth the SEC on
December 13, 2004 is a detailed discussion of certain of these risks and other risks affectmg our business.
Please note, however, that our Form 10-K for fiscal 2004 is not incorporated by reference in this 2004
Annual Report. ‘
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B. F INANCIAL REVIEW

SELECTED FINANCIAL DATA '

The following table sets forth selected financial information derived from our audited consolidated
financial statements as-of and for the fiscal years ended September 30, 2004, 2003, 2002, 2001 and 2000..
On September 30, 2000, we were spun off from Lucent Technologies Inc., or Lucent. The consolidated
financial statements as of and for the fiscal year ended September 30, 2000 include allocations of certain
Lucent corporate headquarters’ assets, liabilities, and expenses relating to the businesses that were transferred
to us from Lucent. Therefore, the selected financial information for the fiscal year ended September 30, 2000,
during which time we were a business unit of Lucent, may not be indicative of our subsequent and future
performance as an independent company. The selected financial information for all periods should be read in
conjunction with “Management’s Discussion and Analysis of Financial Condition and Results of Operations,”
and the consolidated financial statements and the notes included elsewhere in this 2004 Annual Report

In reviewing the selected financial information, please note the following:

s

On August 4, 2004, we increased our ownerslup in Tata Telecom Ltd., a leading voice .
communications solution provider in, India, from 25.5% to 59.1%. This was accomplished through

.the acquisition of 25.1% of the issued share cap1tal of Tata Telecom from the Tata Group, and an

additional 8.5% from the public through a public tender offer made to satlsfy statutory requlrementé
in India. Tata Telecom results have been consolidated as of August 4, 2004, and Tata Telecom has
been renamed Avaya GlobalConnect.

In January 2004, we sold certain assets and liabilities of our Connectiv'ity Solutions segment to
CommScope, Inc. Accordmgly, the statement of operations and balance sheet information reﬂects
the results of the d1sposa1 group as discontinued operations for all perlods presented.

“On November 25, 2003, we acquired substantially all of the assets and:assumed certain liabilities of

. Expanets. The initial purchase price was $97 million, which was subsequently adjusted during the

fiscal year to $117 million. Upon the closing, we decided to sell a portion of the Expanets business
that previously distributed other vendors’ products and accounted for this portion of the business
as a component of discontinued operations. This portion was sold in a series of transactions during
December 2003 and January 2004.

Commencing in fiscal 2002, we discontinued amortization of goodwill upon adoption of SFAS 142
“Goodwill and Other Intangible Assets.”

In October 2000, we sold four million shares of our Series B convertible participating preferred
stock and warrants to purchase our common stock for $400 million. In March 2002, all shares of - -
the Series B preferred stock were converted into approximately 38 million shares of our common
stock, warrants for 286,682 shares of our common stock were exercised, and we sold an additional

14,383,953 shares of our commen-stock. The conversion of the Series B preferred stock and the

exercise of warrants resulted in a charge to accumulated deficit of $125 million, which was included
in the caleulatlon of net mcome (loss) avallable to common stockholders for fiscal 2002.

Total-debt as of September 30 2000 represents commercial paper obligations we assumed following
the separation from Lucent and debt attributable to our foreign entities. During fiscal 2002, we repaid
our commercial paper obligations and issued long-term convertible debt and senior secured notes.
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Year Ended September 30,
2004 2003 2002 2001 2000

(dollars in millions, except per share amounts)

Statemenft -of Operatlons lnformatlon : T .
Revenue ..:c..o.ooooiiini, S e - $ 4,069 $:3,796 $ 4,387 %5473 $ 6,314

Gross margin :.... e T e ol 1945 1,639 1864 2,359 2810
Gross margin as a percent:of revenue ............ . 47.8%  432%  425%  431%  445%
Selling, general and administrative . EXPENSes .........i.... 1,275 . 1,245 1,502, -1,921. 2,354
Selling, general and administrative expenses as a percent v S . :
OF TEVENUE ...\t v iee i, e o 313%  328% 342% 351%  37.3%
/ Research and development eXpenses ...................... _ 348 - 336 - .. 436 . 536 . 424
- Research and development expenses as-a. percent - R .
of revenue .................. e Leses D 8.6%: 89% ., 9.9% 98% . 6.7%
. Business restructuring (reversals) charges and related = . o o o
EXPENSES, NEL ....\ov et aneannnsns ST P )] G 209 837 684
Operating income ‘(loss) ..... ......... SR 323 63+ (354) (967) (707)

" Depreciation and amortization :.!....... e 147 171 196 - 236 175
Income (loss) from contmumg operat1ons ........ PR : 291 - (128) - (677) ¢ - (600) (543) -
Income from dlscontmued operatlons ..... e S 40 - 11 248 168
Net income (108s) .........0.0......0 ... [P e 08 2% 3 (88) $ (666) $ (352) § (375

‘Earnmgs (loss) per common share—bas1c o : ‘ ‘ o
“Earnings (loss) per share from cont1nu1ng operanons L8 066 §(034) $ (247) $ (220) $ (2.01)
Earnmgs per share from d1scont1nued operat1ons T . 0.01 0.11 003 0.87 - 0.62

Earmngs (loss) per share ............o.o..o.e. e :$ 0.67 $ (0.23) $ (2.44) '$ (1.33) $§ (1.39)
Earmngs (loss) per common share—diluted: ’ '

Earnings (loss) per share from continuing eperanons-.._. $ 063 $ (034) $ (247) S (220) $ (2.01)
Earmngs per share from d1scont1nued operat1ons - 001 011 ._ 003 .0.87 0.62

Earnings (loss) per share R e ... 064 $.(023). S (244) $ (1 33) $ (1.39)

. ) September 30,
SR Coe ‘ © 2004 - 2003 2002 2001 2000

: (doﬂarsin’nnﬂﬁons)_

Balance Sheet Informatlon o s - - E
Total assets ............0... L TR $4159 $ 4,057 $ 3,897 $ 4,648 $ 5,037

Cash andicash equivalents....0....0.......0. TR . 1,617 1,192 + 597" 250 271
Total debt ....... P T S 593. 953 . - 933 645 - 793
“Series B convertible part101pat1ng preferred stock ...... e T = — C— - 395 7 —
Total stockholders equ1ty B ST WS e - 794 200- C— - 481 764

September 30, -

2004 - 2003 2002. - 2001 2000
- (dollars in millions) s '
Other Inl‘ormation T RS S » L :
Net cash (debt) (1) .............. TR $1,04 $ 239 $ (336) $ (395) $ (522)

Cash ﬁow from operating activities of continuing :
operations (2) .. ... 479 169 86 (655) *

Number of employees (3) ...... PR O 14,900 16,900 = 18,800 23,000 31,000

(1) We use net cash (debt) as an indicator of our balance sheet position relative to our future cash needs. In
addition, we believe that the presentation of net cash provides useful information to investors about our
ability to satisfy our debt obligations with currently available funds.
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The following table provides the reconciliation of this measure to the most directly comparable
GAAP measure: .

September 30,

2004 12003 . . 2002 2001 2000

: . : : R (dollars in millions) .

. Cash and cash equ1valents ................ A $1,617 - $1,192  $597 $250. $271
- Total'debt ........... R S P 593 . 953 933 645 793
Net cash (debt) ........ L o (81024 8 239 §(336) $(395)  $(522)

(2) Fiscal 2000 amount excludlng dlscontmued operatlons is not avallable
(3) For fiscal years 2003 and prior, employee numbers include employees of Connectivity Solutions.

MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS

. “Management’s Discussion and Analysis of Firiancial Condition and Results of Operations” should be read
in conjunction with the consolidated financial statements and the notes included elsewhere in this 2004 Annual
Report. The matters -discussed in “Management’s Discussion and Analysis of Financial Condition and Results of
Operations” contain certain forward-looking statements within the meaning of*the Private Securities Litigation
Reform Act of 1995. Please see “Forward-Looking Statements” in our fiscal 2004 annual report on Form 10-K

filed with the SEC on December 13, 2004 for a discussion of the use of forward-looking statements. Please note,

however, that our Form 10-K for fiscal 2004 is not incorporated by reference in this 2004 Annual Report.

- Overview

For a description and overview of our business, please see Part A. Business—Overview.
Key Trends and Uncertainties Affecting Our Results

Trends and Uncertainties Affecting Our Revenue

As general economic conditions improved durmg fiscal 2003 and continued through fiscal 2004,
our revenue stabilized and began to grow. Our revenue for fiscal 2004 mcludes revenue generated by
the businesses we acquired from Expanets from the date of acquisition (November 23, 2003) through
September 30, 2004. Additionally, although we acquired Avaya GlobalConnect in August 2004, we -
did not receive any revenue contribution from them, as fully described below.

The following are the key factors currently affectmg our revenue:

e Improving economic condmons—An 1mportant factor affecting our ablhty to generate revenue is
the effect of general economic conditions on our customers willingness to spend on information
technology and particularly, enterprise communication technology. As economic conditions have
gradually improved over the last year, we have seen indications that enterprises are more willing
to spend on enterprise communications techhology than in the past several years, In particular, we
believe a continued increase in employment levels is an important indicator in assessing whether
enterprises will increase spending on enterprise communications technology. It is not certain,
however, whether economic conditions will continue to improve or, more specifically, whether
enterprises will significantly increase spending on communication technology in the near term.

e Technology transition—There are several factors that indicate that enterprises may be poised to
transition their traditional communications systems to next-generation communications technology.
First, IP telephony lines constitute a very small percentage of global installed enterprise telephony
lines. In addition, the average age of these enterprise telephony systems is approximately ten years.
Although these systems continue to operate reliably after ten years, enterprises typically will consider
a new investment in enterprise communications technology at this point in the telephony system’s
lifecycle. Accordingly, we believe that these enterprises may consider new investments in enterprise
communications and if they decide to make such investments, may consider IP telephony. In
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addition, we have noted over the past year that sales of our IP telephony gateways, which enable
enterprises to connect remote locations to their headquarters, continue to be a growing part of our
P telephony portfolio. .. ‘

L We believe these factors indicate that enterprlses are deploying larger IP telephony systems and
that early adopters of IP telephony are now deploymg this technology on a wider scale within their
businesses. Because our IP telephony gateways support traffic between traditional voice communications
systems.and IP telephony systems, we offer our customers the flexibility to'deploy a new IP telephony

- infrastructure or use our IP-telephony gateways to “IP-enable™ their traditional voice communications
systems, thereby preserving their exrstmg communications technology investments.

Finally, we believe that enterpnses are recogmzmg ‘that IP telephony can help optrrmze resources
by facilitating activities of an enterprise’s personnél regardless of their physical location. Using
our [P telephony systems and our contact center applications, an enterprise’s employees.can serve
customers globally from any location, thereby helping to maximize efficiency and productivity in
the deployment of the enterprise’s assets. Other factors enterprises may consider as they decide -
‘whether to deploy IP telephony may include whether IP telephony will provide the level of
security and reliability provided by traditional telephony systems. . ‘
o Pricing and competitive environment—We have historically operated, and continue to. operate, in an
extremely competitive environment. Accordingly, we regularly face pricing pressures in the markets
in which we operate. We have been able to mitigate the effects of pricing pressures on profitability
- through our actions: to improve gross margins, :as described below. -

Overall, we have seen some signs of cautious business optimism from our customers, particularly in the
financial services and media and communications sectors. Should economic conditions continue to improve,
we believe enterprises may be willing to increase 1nformat10n technology spendmg and look to upgrade therr
enterprise communications systems. "'

Continued Focus on Cost Structure S I

As our revenue declined during fiscal 2001 and 2002, we took several'actions, including business
restructuring actions, designed to reduce our cost structure. Although we.did not take any business restructuring
actions during fiscal 2003 or 2004, we continued our focus on controllmg our costs, partrcularly in relation to
our revenue. As a result of the stabilization and growth of our revenue discussed above and our continued focus
on controlhng costs during fiscal 2003, we retumed to profitability in the third quarter of; fiscal 2003 and have
been proﬁtable in each of the five subsequent quarters

As drscussed in more detail below, our gross margin increased from 43. 2% for ﬁscal 2003 to 47 8%
for fiscal 2004 The increase is attributable to, on an annual basis, increased, volumes an improved .mix of
hardware and software products, and efficiencies that continue to be realized from our contract manufacturing
initiative, ds Well as cost management actions 1mplemented throughout fiscal 2003 and 2004 '

As a percentage of revenue, selling, general and admmlstratrve expenses decreased from 32 8% for
fiscal 2003.to 31.3% for fiscal 2004. The decrease is attributable prrmarrly to the impact of cost savings
actions taken during fiscal 2003 and 2004, partrally offset by an increase in expenses related to the
acqursrtron ‘of Expanets. :

Increase in Cash and Cash Equtvalents and Debt Reduction”

As more fully discussed in. “quurdlty and Capltal Resources,” we have been focused on increasing our
cash and cash equrvalents and generating positive net cash from continuing operatrng activities. Cash and cash
equivalents’ increased from $597 million as of September 30, 2002 to $1,617 million as of September 30, 2004.
During fiscal 2003, we principally leveraged improvernents in our Workmg capltal management to generate
$169 million in net cash from operating activities for continuing operations' We generated $479 million of net
cash from operatmg activities for continuing operations during, ﬁscal 2004 and expect to have contmumg
pos1t1ve operatmg cash ﬂow in fiscal 2005 o
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We have also been.focusing on reducing our debt, particularly in relation to our cash and cash
equivalents. As of September 30, 2003, our cash and cash equivalents exceeded our debt by $239 million
and as of September 30, 2004, our cash and cash equivalents exceeded our debt by $1,024 million, an
improvement of $785 million. In addition, in the first quarter of fiscal 2005, we took addmonal actions
to reduce our debt. See “Liquidity and Capital Resources.”

Subsequent to September 30, 2004 we entered mto several transactions resultmg in 51gn1ﬁcant changes
to our long -term debt balance as shown in the followmg table: '

LYONs .
convertible Senior Tenovis
debt secured notes debt  Other  Total
S . (In millions)

Debt obhgaaons as of September 30, 2004 ............ e %297 $294 $§— $2 %593
Senior secured notes tender offer ............. PR ' C— @2y, — — 271
Assumiption of Tenovis debt(a) ............ e e — — 347 0 — 347
LYONs repurchases / conversions(b) .......... e (299) — — —  (299)
Accretion and amortization of premium / gain ............ 2 9 e (D

$ — - '$ 14 $347 $2 $363

Expected debt obligations as of December 20, 2004(c) ...

j
u

(a) Debt assumed with the Tenovis acquisition includes $68 million of real estate financing.
(b) Repurchases result in a cash outflow; conversions result in issuance of our common stock.
(c) Of the total expected debt obligations, $81 million is due during fiscal 2005.

Operating Segments

During fiscal 2004, we operated our business along three segments—the Enterprise Communications
Group (ECG), Small and Medium Business Solutions (SMBS) and Avaya Global Services (Services). The ECG
segment develops, markets and sells communications systems, products and applications to our large enterprise
-customers, Our primary offerings for this segment inciude IP telephony systems, traditional voice communications
systems, contact center infrastructure and apphcauons in support of customer relationship management, unified
communications applications, and appliances, such as telephone sets. The SMBS segment develops, markets and
sells communications products and applications for small and medium-sized businesses including IP telephony
systems, traditional voice communications systems, unified communication and contact center applications, and
appliances, such as telephone sets. The Services segment develops markets and sells a comprehensive portfolio
of services that enable customers to plan, design, buﬂd and manage their communications networks.

In January 2004, we sold substantlally all of our Connectmty Solutions segment to CommScope, except

for the sale of certain remaining international operations that was substantially completed during the remainder. of
fiscal 2004. Connectivity Solutions provided structured cabling systems and electronic cabinets to our customers.
This business was previously disclosed as a separate operating segment. Accordingly, the matters discussed in
Management’s Discussion and Analysis of Financial Condition and Results of Operations reflect the Connectivity
Solutions disposal group as discontinued operations. Income from discontinued operations for fiscal 2004 includes
$168 million of revenue and $71 million of loss before income taxes related to Connectivity Solutions’ operations.
We received $256 million of cash, and 1,761,538 shares of CommScope common stock valued at $33 million on
the closing date. We paid.$9 million in transaction costs relating to the sale. During the second quarter of fiscal
2004, we sold all the shares of CommScope common stock-and recognized a pre-tax loss of $5 million, which is
included in'other income (expense), net. Our remaining operating segments include Connectivity Solutions’ portion
~of corporate related expenses. See disclosures in Note S to. our consolidated financial statements for details related
to this sale. :
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The flollo.wing. table sets forth the allocation of our revenue among our operating segments, expressed
as a percentage of total revenue: S T ¥ ‘ I

‘ Year Ended Septeniber 3}0,
.. 2004 . 5 2003 - . 2002

: . i ‘(_Dql]ars in millions) ) ;
Enterprise Communications Group ............ 81,780 437%  $1.644  43.3% $1,962 44.7%
Small and {Medium Business Solutions. ... ... .. 264 65 236 6.2 243 7 55
Avaya Global Services ..................... e 2,021 497 1,916 505 2,179 49,7
Total operating segments ..... e, . 4065 999 3,796  100.0 4,384 999
Corporate ;..................... SRTTRINUN 4 0.1 — — 3 0.1
/ - Total ............ e $4,069  100.0% $3,796  100.0% $4,387  100.0%

.. - In October 2004, we announced our intention to realign our operating segments to better reﬂe_ét the
way we intend to-manage our business after the acquisition of Tenovis described below. Beginning in the
-first quarter of fiscal 2005, we will manage our business based on two operating segments—Products and R
Applications; and Services. Our new Products and Applications segment will effectively be the result of
combining our ECG and SMBS segments. L
Acquisitions and Divestitures - . _ \ ,\
We have comple;éd the following acquisition and divestiture transactions since September 30, 2003:

Acquisition of Tenovis ‘
On October S, 2004, we entered into a share purchase agreement pursuant to which we agreed to acquire
all of the issued share capital of Tenovis Ge_rmany GmbH, or Tenovis. Tenovis is a major European provider
- of enterprise communications systems and services. Under the terms of the share purchase agreement, in
connectjon with the closing of the acquisition,on November 18, 2004, we paid $370 million in.cash and

assumed. $347 million in debt, including $68 million of,r‘eélAestlate financing. Additionally, we'acquired cash

and cash equivalents of $113 nﬁllion,fesq]ting in a net cash outlay related to the acquisition of $257 million, :
We will include Tenovis in our consolidated financial statements beginning in the first quarter of fiscal 2005.

Acquisition‘;of Spectel I?ZC B ‘ , ,

On August 2; 2004, we entered into a share pufchz’is_e agl_'eemént_,pursuant to which we agreed to acquire
all of the issued share capital of Spectel ple,, or:_Spectel, a company incorporated in Ireland and a leading
provider of audio conferencing solutions, for $97 million in cash, net of cash acquired of $6 million. The
acquisition ¢losed on October 4, 2004, ‘We' will include‘Spectgl in our consolidated 'ﬁnancial statements

beginning in the first quarter of fiscal 2005.

Acquisition of a Majority Interest in Tata Telecom : o

Th’rough a series of transactions during fiscal 2004; we increased our ownership of the issued share *
capital -of Ta{ta Telecom, a leading voice communications solutions provider in India, from 25.1% to 59.1%
for a total of $24 million. After the closing, Tata'Telecom’s name Wgs ‘changed to Avaya GIobalConnec't, or

AGC, and we began cc')n"solidating its"results o August 4, 2004, -

Acquisition of Expanets and Sale of a Portion.of Expanets’ Business - - PR

‘On November 25, 2003, we-acquired substantially all of -the assets arnd assumed certain liabilities of
Expanets. Expanets, a subsidiary of NorthWestern Corporation; of Northwéstem, was'a nationwide provider
of networked communications and data products and services to small and mid-sized businesses and prior to
the acquisition was one of our largest dealers. The results of the Expanets businesses we acquired have been
included in our consolidated financial statements from the date of acquisition on November 25, 2003, and are
primarily reflected in our Services segment. ‘
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Upon the closing of the Expanets acquisition, we decided to sell the Expanets businesses that previously
distributed other vendors’ products and, accordingly, accounted for this portion of Expanets’ business as a
component of discontinued operations. See Note 5 to our consolidated financial statements for transactions
related to Expanets.

Sale of Cohnectivity Solutit;ns

‘During fiscal 2004, we substantially completed the sale of our Connectivity Solutions segment, as
_previously dlscussed under “Operating Seaments

Business Restructuring Reserve

The business restructuring reserve reflects the remaining balance associated with the business restructuring
‘charges recorded in fiscal 2000 through 2002 in accordance with EITF 94-3 “Liability Recognition for Certain
Employee Termination Benefits and Other Costs to Exit an Activity (including Certain Costs Incurred in a
Restructuring).” EITF 94-3 was nullified by SFAS No. 146 “Accounting for Costs Associated with Exit or
Disposal Activities” for certain disposal activities initiated after December 31, 2002. See discussion in Note 7
to our consolidated ﬁnanc1a1 statements for more information. ‘

Outsourcing of Certam‘Manufacturmg Operations

We have outsourced, all of our product manufacturing operations. Most of these operations have
been outsourced to Celestica Inc. and are currently manufactured in North America and France and will
be expanded in 2005 to Malaysia. Our outsourcing agreement with Celestica expires in May 2006. The
.agreement will automatically renew for successive one-year térms ‘unless’ either party elects to terminate the
agreement by giving notice to the other party six months. prior to the expiration. The remaining portions of
our manufacturing operations are outsourced to a number of other contract manufacturers located in the
United Kingdom and China. All manufacturing of our products is performed in .accordance with detailed
specifications and product design furnished by us and is subject to quality control standards.

The success of our manufacturing initiative depends on the willingness"and ability of contract manufacturers
to produce our products. We may experience significant disruption to our operations by outsourcing so much of
our manufacturing. If our contract manufacturers terminaté their relationships ‘with us or are unable to fill our
orders on a timely basis, we may be unab]e to delwer our products to meet'our customers’ orders, which could
delay- or decrease ourirevenue. i : : :

We believe we have adequate sources for the supply of the components of our products and for the
finished products that we purchase from third parties.
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Results From Continuing Operations. o
vl . L S Year Ended September 30,
T 2004 Co 2003 2002
) (Dollars in millions)
WS TEVENUL ..ot - $3,083 $2,905 - $3,310
.. Non-US. TEVEMUE ..ottt 986 891 1,077
Total revénue ........... U IO Lo 4,069 3,796 - 4,387
“Costs ......... P CL 2,124 2,157 12,523
“ Gross Margin .....o.o.vevneiinnieninennn.. POUUUU 1,945 1,639 . 1,864
/ .. Operating expenses: , IR o _
. “ o ‘ Selling, general and administrative ................. 1,275 1,245 - 1,502
Business restructuring charges. (reversals) and : o o o
¢ related expenses, . Net. .........oeiiiiieii e v - - ® 209
Goodwill and intangibles impairment charge ....... = = 71
‘Research and development ................. DT gy 348 336 436
Total Operating eXpenses ..........iviveiiiiieiiiiinan. , 1,622 1,576 2,218
: Operatmg income (loss) ......... e 323 63 (354)
. Other income. (expense), met ..........0....c........ 15 .9 1
_‘ ‘Interest expense ... U PRI SU L (66) (78 (5D
Income (loss) from contlnumg operatrons before o ‘ '
- income taxes .......... S e 242 o (44 (404)
(Beneﬁt) provision for income: taxes ....... . . e ) 49 84 273
o Income (loss) from continuing operations ............. -$ 291 $-(128) $ (677

Fiscal Year Ended September 30, 2004 Compared with Fiscal Year Ended September 30, 2003

- Revenue—Our revenue for fiscal 2004 increased both in the U.S. and internationally as well as across all
of our operating segments as compared. with fiscal 2003. Revenue increases were primarily attributable to
stronger product sales volumes related to IP telephony systems, software and applications, as well as higher .
maintenance contract revenue associated with the acquisition of Expanets. These increases were. partially offset
by expected declines in product sales of traditional telephony systems and declines in maintenance services
billed on a time and materials basis. .

Costs and Gross Margin—Overall gross margin was 47. 8% in 2004 compared to 43 2% in 2003. Gross
margins. for both product sales and servrces posted year-on-year improvements as a result of decreased costs
despite increased revenues. ‘

Our cost of products consists primarily of the costs paid to contract manufacturers for components, and
overhead costs. As compared to 2003, costs of products sold decreased by $16 million while corresponding
revenues increased by $168 million, resulting in product gross margin improvement to 54.7% in 2004 from
49.8% in 2003. The year-on-year improvement was driven primarily by three factors: (i) higher overall
product volume without a corresponding increase in overhead costs, (ii) the increased proportion of software

~ to hardwate in our product mix resulting proportionately lower variable costs, and (iii) improved pricing on
components purchased from our various contract manufacturers.

Our cost of services consists primarily of labor parts and service overhead. Services gross margin
increased to 40.8% in 2004 from 36.7% in 2003, primarily because of 1mproved utilization of the technician
workforce and continuing cost reductions. Our acquisition of Expanets enabled us to achieve cost synergies
that resulted in increased service revenue without a proportionate increase in cost.

Selling, General and Administrative—Our selling, general and administrative expenses consist primarily
of dalaries, commissions, benefits and other items: Total selling, general and administrative expenses increased
in fiscal2004, but decreased as a percent of sales from 32.8% in fiscal 2003, to 31.3% in 2004. The increase
in total expense was primarily attributable to higher sales expense associated with the acquisition of Expanets
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in the first quarter of 2004, increases-in expense for incentive compensation programs and employee benefit
costs, and increased costs associated with corporate development activities. These increases were partially
offset by lower compensation expense resulting from fewer employees, and lower IT and networking
expenses, including telecommunication and computer related service costs, which reflect a favorable
renegotiated agreement for the outsourcing of certain IT functions.

Business Restructuring Charges (Reversals) and Related Expenses, Net—For fiscal 2004, wé recorded
$1 million of Teversals of business restructuring liabilities established in prior periods, related to involuntary
employee separations. These reversals were recorded upon finalization of the involuntary employee separations
related to the Business Restructuring initiative. The remaining accrual relates to lease termination obligations.

For fiscal 2003, we recorded $21 million of reversals of business restructuring liabilities established
in prlor periods, due primarily to fewer involuntary employee separations than originally anticipated. This
reversal-was partially offset by $16 million of other related expenses associated with our fourth quarter
of fiscal 2002 business restructuring initiative. These expenses were primarily attributable to 1nformat10n
technology costs incurred to relocate the development of certain IT applications to India.

Research and Development—Our research and development or R&D, expenses consist primarily
of salaries and benefits. R&D expenses increased slightly due mainly to increased headcount and higher
compensation assocrated with research and development actr_vmes Investments in R&D have been focused
~on the high growth afeas of our business while spending on our more mature product lines has decreased.

Other Income (Expense), Net—Tor fiscal 2004, other income (expense), net was primarily attributable
to a'$42 million loss associated with the redemption of $224 million aggregate pr1n01pa1 amount of our semor
secured notes in the second quarter of fiscal 2004 and the repurchase of $132 million aggregate principal
amount of our semor secured notes in the third quarter of fiscal 2004. These amounts were partially offset
by ‘$19 million of interest income related primarily to invested cash, and $7 million of foreign currency
transaction gams For fiscal 2003, other inicome (expense), net was primarily attributable to a net loss of
$34 million on the extrngurshment of a'portion of our LYONs and a $25 million charge assocrated with our
share of the Lucent securities litigation settlement. These losses in fiscal 2003 were partlally offset by a gain
of $14 million on the sale of assets and $15 million of interest mcome

Interest Expense——Interest expense decreased primarily due to the redemptlon of $224 million aggregate
prmcrpa] amount, and the repurchase in a series of open market transactions of $132 million aggregate
principal amount, of our senior secured notes during fiscal 2004, Interest expense for fiscal 2004 primarily
_ includes $53 million of interest on our senior secured notes and $15 million of interest for the amortization
- of debt drscount premrurn and deferred financing costs related prrmarrly to our LYONs which were issued
in October 200]

Interest expense for ﬁscal 2003 primarily includes $58 million of 1nterest on $64O million aggregate
principal amount of our senjor secured notes, $440 million of which were issued in March 2002 and
$200 million of which were issued in May 2003. In addition, we recorded interest expense of $20 million
for the amortrzatlon of debt discount, premium and deferred financing costs related primarily to our LYONS.

Provzszon (Beneﬁt) Jor Income Taxes—In ﬁsca] 2004, we recorded a beneﬁt for income taxes of
$49 mrlhon on the income from continuing operatrons as compared with an $84 million provision for
fiscal 2003. The benefit for fiscal 2004 included an $89 million income tax benefit which is comprised of
a $102 million tax benefit resulting from the resolution of federal income tax audit matters for the years
1990 through 1998 offset by $13 million due to certain state tax matters and other adjustments that arose
prior to our separation from Lucent. The $89 million benefit consisted of a $37 million net cash refund and
the reversal of certain tax liabilities. We received the $37 million net cash refund from Lucént in accordance
with the terms of a Tax Sharmg Agreement that we and Lucent entered into in connection with the
Distribution. This was partially offset by a $40 million provision related to staté and foreign income taxes.

The provision for fiscal 2003 of $84 million included an $83 million provision to increase ‘the deferred
tax asset valuation allowance, a $13 million provision for state and foreign income taxes, a $4 million '
provision for _other adjustments, a $10 million benefit related to the early extinguishment in January 2003
of a portion of our LYONs, and a $6 million benefit related to a favorable audit settlement. The provision
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to irictease ‘the deferfed tax asset valuation allowance reflects the dlfference between the actual and expected
tax gain' assocrated w1th the LYONs exchange offer

Fiscal Year Ended September 30 2003 Compared wzth Fiscal Year Ended September 30 2002

Revenue—Revenue for fiscal 2003 decreased'both in the U.S. and internationally:as well as. across all of
our operating segments, as compared with fiscal 2002. The weak economy coupled with the downturn in our
industry resulted in significant reductions in capital investments by enterprises of information technology and
communjcations products and. services. The economic and business uncertainty resulted in hesitation by our
customers!to resume capital spending for telephony products and services. The decline in our revenue also
- reflects widespread layoffs, high vacancy rates in commercial real estate, a lack of busmess start-ups and
excess capacrty wrthm the commumcatrons technology industry.

Costs and Gross Margm—Total costs decreased, although gross margm percentage increased primarily

* due to improvements in gross margin in our ECG and SMBS operating segments. Gross margin on products

increased to 49.8% in fiscal 2003 from'47.1% in fiscal 2002. Services’ gross margin deteriorated slightly

from 37. 8% in fiscal 2002 to 36.7% in fiscal 2003. The overall 1mprovement in gross margin percentage
 was atmbutable to a favorable product mix, the impact of our continuing cost reductions and restructuring
actrvrtles land beneﬁts réalized from our manufacturing outsourcing agreement with Celestica. ECG and
Services were adversely 1mpacted by the decline in U S. sales which typlcally have higher margms than
sales made outside of the U. S

" Sellmg, _General and Admlmstrattve—SG&A expenses decreased, prlmarﬂy due to savings assocrated
with our busmess restructuring inijtiatives, which contrlbuted to a reduction of $62 million in compensation
expense $33 m11]10n in reduced IT expenses, and a $7 million decrease in rental expense in connection with
terminated real estate lease obhgatrons The reduction in IT expenses also reflects a favorable renegotiated .
agreementl related to the outsourcing ¢ of certain IT functions and lower networkrng costs. In addition, our
,prov1s10n for uncollectrble recetvables decreased by $43 million due, in part to a change in the methodology .
used to calculate bad debt expense that was effective in the- third quarter of fiscal 2002. The decrease in our
provision ‘for uncollectible receivables also reflects the 1mplementat10n of brlhng and collections process
improvements. These decreases in SG&A were partrally offset by an increase in amortization expense of
$9 million, resulting from a decrease in the estrmated useful 11fe of certain mternal use software that occurred
in the first'quarter of fiscal 2003, ) '

Busmess Restructurmg Charges (Reversals) and Related Expenses, Net—For fiscal 2003 we recorded ,
$21 mrlhon of reversals of business restructurmg liabilities established in prior periods, due primarily to fewer ,
involuntary employee separations than originally anticipated. This reversal was partially offset by $16 rmlhon
of other related expenses associated with our fourth quarter of fiscal 2002 business restructuring initiative. Y
These expénses were ‘primarily attributable to 1nf0rmat10n technology costs mcurred to relocate the
development of certam 1T apphcatlons to India.

Busmess restructunng charges- and related expenses durlng ﬁscal 2002 included (1) $1 16 mrlhon of
charges related to employee separations, (2) $84 million of real estate and IT lease terminations, (3) $21 rrulhon
for 1ncremental period-costs, which included relocation and corisolidation costs and computer system transition
expendrtures and (4) $7 million of asset impdirments, partially offset by (5) a $20 million reversal of business
restructurmg liabilities pnmanly related to fewer: mvoluntary employee separanons than ongmally anttcrpated

Goodwill and Intangzbles Impalrment Charge—There was no: 1mpa1rment of goodwﬂl or intangibles
- in ﬁscal 2003. An 1mpa1rment charge was recorded in fiscal 2002 to write down the carrying value of
goodwrll and mtangrble assets to an amount representing their discounted future cash flows in accordance
with SFAS 142 and SFAS 121 The charge was composed of $44 million for goodwill attnbuted to SMBS,
$24 million for mtangrbles attr1buted to ECG and $3 million for intangibles attributed to SMBS.

Research and Development—Our research and development expenses consist prrmarrly of salaries and
beneﬁts R&D expenses decreased mainly due to lower stafﬁng levels in our R&D organization. In addition,
R&D was posrtrvely impacted by a curtailment gain of $6 million from freezing management pension benefit
and postretlrement health benefit accruals. Investments in R&D have been focused on the high growth areas
of our busrness whrle spendmg on our more mature product lines has decreased.
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Other Income (Expense), Net—For fiscal 2003, other income (expense), net was primarily attributable
to a net loss of $34 million on the extinguishment of a portion of our LYONs and a $25 million charge
associated with our share of the Lucent securities litigation settlement. These losses in fiscal 2003 were
partially offset by a gain of $14 million on the sale of assets and $15 million of interest income. For fiscal
2002, other .income (expense), net was primarily attributable to $20 million of interest income, partially
offset by a $17 million impairment charge associated with investments that were generally concentrated
in the emerging communications. technology industry.

Interest Expense—Interest expense for fiscal 2003 included $58 million of interest on $640 million
aggregate principal amount of senior secured notes, $440 million of which were issued in March 2002 and
$200 million of which were issued in May 2003. In addition, we recorded interest expense of $20 million
for the amortization of debt discount, premium and deferred financing costs related primarily to our LYONS,
which were issued in October 2001. :

Interest expense for fiscal 2002 included $25 million of interest expense on our senior secured notes,
$21 million of amortization of debt discount and deferred financing costs related primarily to our LYONSs, and
$9 million for interest on commercial paper and other short-term borrowings. Interest expense was partially
offset by $4 million of income related to the hedging of the senior secured notes with our interest rate swaps.

Provision (Benefit) for Income Taxes—In fiscal 2003, we recorded a provision for income taxes of’
$84 million, which included an $83 million provision to increase the deferred tax asset valuation allowance,
a $13 million provision for state and foreign income taxes and a $4 million provision for other adjustments,
partially offset by a $10 million benefit related to the early extinguishment in January 2003 of a portion of
‘our LYONSs and a $6 million benefit related to a favorable audit settlement. The $83 million provision for the
increase in the deferred tax asset valuation allowance reflects the difference between the actual and expected
tax gain associated with the LYONs exchange offer.

The provision of $273 million on the loss from continuing operations for fiscal 2002 included a
$364 million provision related to the establishment-of a deferred tax asset valuation allowance and a provision
of $64 million related to an unfavorable geographic distribution of earnings and losses, partially offset by a
benefit of $155' million attributable to operational losses incurred for the year.

Segment Results

Operating Segments

During fiscal 2004, we managed our operations in three segments—ECG, SMBS and Services. Expenses
that are not identified with the operating segments such as business restructuring charges and related expenses
and costs incurred to maintain vacant real estate facilities are included in corporate.

Fiscal Year Ended September 30, 2004 Compared with Fiscal Year Ended September 30, 2003

Year Ended .
September 30, Change
2004 2003 $ %
(dollars in millions)
Revenue: ‘

Entérprise Communications Group ........... $1,780 $1,644 $136 8.3%
* Small and Medium Business Solutions ....... _ 264 236 28 11.9%
Avaya Global Services ....................... 2,021 1916 105 5.5%
Total segment revenue .......................... $4,065 $3,796 $269 7.1%

Corporate/unallocated ........................ 4 — 4 —
Total revenue ...................ccovvivneevnn.. $4,069 $3.796 $273 7.2%
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Year Ended-
September 30, ~~  Change

2004 2003 $

(dolars in millions)

;Operating Income (Loss): - - , R
Enterprise Communications Group ............ P $ 51 ° $(121) $172

i Small and Medium Business Solutions ....... e 20 1 19

.+ Avaya Global Services ,............. 249 163 86

Total segment operating income ....... SO $320 $ 43 . 8277
Business restructuring (charges) reversals and related :

EXPENSES, NEL o\ttt e TP 1 o5 @

Other unallocated amounts ..............covvevviernnnnn.. 2 15 (13)

.Tota} operating income ........... SR TR $323  $ 63 - $260

ECG

ECG’s revenue increased by $136 million, or 8.3%, for the year ended September 30, 2004 as compared
with 2003. Domestic revenue increased by 6.7% over the prior year to $1,157 million. International revenue
increased 11.5% .over the prior year to $623 million. Revenue from IP telephony. systems, software, and
applications continued to show growth, more than offsetting the declines in traditional telephony systems.
This change in product mix reflects the transition our customers are making to IP telephony. systems. Revenue
for the year ended September 30, 2004 .includes revenue from our acquisition in fiscal 2004 of Expanets. The
positive imipact of the acquisition of Tata Telecom is expecied to be realized in fiscal 2005. In fiscal 2004,
ECG’s sales through the direct channel remained relatively flat at 50.3% of ECG’s revenue compared to

fiscal 2003

- ECG’s operatmg income for the twelve months ended September 30, 2004 was $51 million as compared
with a loss of $121 million for 2003. This $172 million improvement was primarily attributable to an increase
in gross margin resulting from increased volumes over which our fixed costs are spread, a more favorable
product mix with respect to software and applications, cost reductions from our contract manufacturers and
continued improvements in overhead cost reductions. Operating expenses have been reduced due primarily -
to savings 'associated with our business restructuring initiatives related to headcount, Wthh decreased by
3% from September 30, 2003 and a conrmued focus on core Initiatives.

SMBS »

SMBS’ revenue for the year ended September 30, 2004 increased by $28 million, or 11.9%, in
comparison with 2003. Domestic revenue increased by 11% over the prior year, while international revenue
increased by 13% over the prior year. Both in the U.S. and mternatlonally, this increase is due primarily to
growth in sales of IP Office, our IP telephony offering for the small and medium-sized business market. This
trend reflects the transition of the small and medium business market to IP telephony systems. Revenue from
IP Office represented 28% of total SMBS revenue compared to 21% in fiscal 2003. Revenue for fiscal 2004
also includes revenue from Expanets, which was acquired on November 25, 2003. :

. SMBS generated operating income of $20 million in fiscal 2004 compared to $1 million in fiscal 2003.
This improvement was due primarily to an increase in gross margin resulting from increased volumes, over
which our fixed costs are spread and cost reductions from our contract manufacturers. Operatmg expenses
increased due to incremental sales expenses associated with the integration of the Expanets business as well
as enhancements made to the sales presence outside of the U.S.

Services .

Services’ revenue increased $105 million, or 5.5%, for the year ended September 30, 2004, as
compared with 2003. The contract-related, maintenance and managed service related business growth,
primarily associated with maintenance, resulted from the Expanets acquisition, as well as the ongoing
initiatives 'to improve take rates, renewal rates and retention rates for maintenance contracts. Some annuity
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based contracts were renegotiated to change the term, scope and associated pricing upon renewal or extension,

resulting in a slight decrease in revenues from these existing customers. Total fiscal 2004 revenue from the
transactional based businesses declined compared to fiscal 2003 primarily due to decreases in per occurrence
activities that are not covered by a long-term contract and are charged on a time and materials basis, and
moves, adds and changes. Per occurrence revenue declined as maintenance services billed on a time and
material basis declined, and as customers continued cost reduction initiatives that included decreasing the
amount of equipment adds, moves and changes.

Services’ operating income increased by $86 million in ﬁscal 2004 as compared .with fiscal 2003, due
primarily to an improvement in gross margin. This increase reflects continued cost reduction initiatives in
the first half of fiscal 2004, improved revenue and utilization of our technician workforce as a result of the
integration of Expanets and an adjustment to a long-term contract loss reserve due to favorable projected
performance, partially offset by a write-down of inventory. The acquisition of Expanets helped contribute
to a stronger presence in the U.S. direct channel Salés through our direct channel incréased, representing
88.1% in fiscal 2004 as compared with 84.6% in fiscal 2003, favorably impacting gross margin. Operating
expenses increased primarily due to additional selling expense associated with the integration of Expanets.

Corporate/Unallocated

Revenue of $4 million in fiscal 2004, not associated with one of our three operating segments, represents
sales associated with the acquisition of Expanets. These sales were not allocated to one of our operating
segments because the-sales were of non-Avaya products that were. in the Expanets’ pipeline prior to the
acquisition, and were consummated subsequent to the closing of the acquisition.

Operating income of $3 million in fiscal 2004 and $20 million in fiscal 2003 are due to a combination
of certain corporate overhead expenses not charged to the operating segments (such as cost of vacant real
estate space, business restructuring charges, etc.) and over/under absorbed corporate overhead expenses. At the
beginning of each fiscal year, the amount of certain corporate overhead experises to be charged to operating
segment is determined and fixed for the entire year based on fully absorbing the planned overhead expenses.
Any over/under absorption compared to the fixed allocations is reported under Corporaternallocated

Fourth Quarter Items

" Revenues, margins and operating-income all increased in the fourth quarter of fiscal year 2004 compared
to the prior quaner and compared to the fourth quarter of fiscal year 2003. These increases relate primarily to
continued increasés in sales volumes' related to 1P telephony systems, software and applications. In addition,
two items that are non-recurring in ‘nature affected-our fourth quarter results. Revenues in the fourth quarter
of 2004 include the positive impact of a $14 million reduction of reserves for sales returns and allowances,
resulting in a $12 million positive impact on operating income. As a result of the operational improvements
we have made in our billing and collection process over the past year, and following a year-end analysis
of our reserve balance for sales returns and allowances, this reserve was reduced in light of these
improvements. This reduction increased fourth quarter revenues for the ECG and Services segments by
$8 million and $6 million, respectively, and increased fourth quarter operating income.for the ECG and
Services segments by $7 million and $5 million, respectively. Also during the fourth quarter, we incurred
a $10 million impairment charge in connection with our decision to sell our two-corporate airplanes. This
charge is included in Corporate/Unallocated operatmg income: See Note 5 to our consolidated financial
statements for a discussion of this transaction. ‘
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Fiscal Year Ended September 30, 2003 Compared w;th Ftscal Year Enided September 30, 2002

" Year Ended
' September'30, ~ - > " . Change
2003 72002 ¢ - %

: s ' : (dollars ‘i‘n» millionh)

Revenue: A ‘ o g R :
Enterprise Communications Group ........... $1,644 $1,962  $(318)  (16.2)%
‘Small and Medium Business Solutlons ....... S 0236 ... 243 00 (D 2.9%
Avaya Global Services-........ e G 018160 2,179 (263) (12.1)%

Total segment revenue .......5%.................  ~$3,796  '$4,384  $(588) ~ (13.4)%

~ Corporate ... ..........i.n.. Ll T =T 3T (3 (100.0)%

Total revenue ............ .. 83796 $4.387 0 8(391) (13.5)%

o c s ' 'YeaEnded :

; . co e o S Ty . September 30, Change P

‘ ' 2003 2002 $

(dollars m mllllons)
N R

Operatmg Income (Loss): -

‘Enterprise Commumcatxons‘Group..:.‘;.' ...... PR $(121) $(259) - $138
. Small and Medium Business Solutlons _ ' D 't 22y - 23
~ Avaya Global Services *.....0............ SO e VL 163 T 2447 (8D
* Total segment operating income (loss) RS s $743 0 (37 $.80 )
: Business restructuring (charges) reversals and related ‘ B e
‘ -expenses, net ... .. e Sl J -5 \(,209)‘ ©o214 0 -
* Other unallocated amounts "........ e C 15 108y 123 =
Total operating mcome (loss) ........oeyennn. Derine el $ 63 $(359) $417
ECG e

The reduction in ECG’s revenue was due primarily to, the restraint on capital spendrng by. our customers,
which resulted i in-lower sales volumes compounded by mcreased pricing pressures. Upon,our introduction of.
next generation enterprise class IP telephony solutions in Fébruary 2002, we initially saw cautiousness among,
our, customers to transition to these IP-based telecommunications systems., In fiscal 2003, however, we saw ,
an 1ncreased willingness by our customers to invest in IP telephony systems as revenue from our IP portfolio
grew as a ‘percentage of our overall revenue. We believe this trend was partially attributable to our ability to. -

- migrate our customers to IP telephony while, preserving their.existing telecommumcat1ons investments. In
fiscal 2003, ECG’s sales through the direct channel decreased to 50.2% of\ total ECG revenue from 51.4%
in fiscal 2002 . , - . .

The 1mprovement in ECG’s operatmg loss was driven by dechnes in operatmg expenses due primarily
to savingsassociated with ‘our-business restructuring initiatives related to headcount. Additionally, our
continued focus on productivity and effectiveness led to less, but more targeted spending on advertising and
marketing., R&D expenses also declined due to the shift away from investing in mature product lines and
focusing investments primarily on strategic and higher growth areas of our business. These expense reductions
were partially offset by a decline in gross margin due to reduced sales volume. Although gross margin was
less in fiscal 2003, ECG’s gross margin percentage improved as a result of cost efficiencies gained in our
- manufacturing process through our outsourcing agreement with Celestica. This improvement in gross margin
percentage! was partially offset by 1ncreased discounts resulting from pricing pressures and a higher mix of
indirect sales

SMBS

SMBS’ revenue represented 6.2% and 5.5% of our total revenue in fiscal 2003 and 2002, respectively.
The revenue decrease was mitigated by the introduction in the second quarter of fiscal 2002 of IP Office,
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our IP telephony offering for small and mid-sized enterprises. Revenue from-IP Office represented 21% of
total SMBS’ revenue in fiscal 2003 compared to 10% in fiscal 2002.

SMBS generated a small operating income in fiscal 2003 compared to an operating loss in-fiscal 2002 due
primarily to savings associated with the development of a more cost effective support organization within the
SMBS segment. Furthermore, gross margin percentage increased due to a favorable product mix, which included
an increase in sales of IP Office, and operational efficiencies gained through. outsourcing of manufacturing.

'

Services

The decrease in Services’ revenue was largely due to a decline in maintenance contract renewals caused
by the softened economy, customer cost cutting initiatives and the decline in fiscal 2002 ‘product sales. The
decline in Services’ revenue also reflected the full effect in fiscal 2003 of the loss of a major services contract
in our EMEA region in the second quarter of fiscal 2002, and the renegotiation of a maintenance contract
with Expanets in March 2002, which extended the term of the agreement but lowered the monthly revenue.
In addition, we saw a decline in revenue generated from our professional services organization and our

-services revenue billed on a time and materials basis due also to customer cost reduction initiatives and
reduced demand for equipment adds, moves and changes. Lower product sales in our ECG segment resulted
in fewer installations of communication networks. Managed services, which is- part of our contract-based
revenue, declined primarily due to reduced pricing on renewal contracts, the consolidation of call centers

by our customers and fewer active ports. Services revenue generated through our direct channel represented
84.6% of this segment’s revenue in fiscal 2003 as compared with 83.1% in fiscal 2002. :

Services’. operating income in fiscal 2003 decreased compared with fiscal 2002 driven primarily by
revenue erosion. Despite the revenué decline, gross margin percentage decreased only slightly in fiscal 2003,
-which reflects operating efficiencies gained from cost reduction initiatives including headcount reductions
associated with business restructuring activities and improvements in utilization of our technician workforce.
SG&A increased primarily due to the creation of a dedicated sales organization in the first quarter of fiscal
2003. This increase was net of a reduction in fiscal 2003 in bad debt expense resulting from billing and
collection process improvements.

Results of Discontinued Operations

As a result of the divestitures discussed above, we classified our Connectivity Solutions business and the
portions of the Expanets business that previously distributed non-Avaya products as discontinued operations.
The following table presents the operating results of the businesses included in income from discontinued
operations, as well as the gain recognized on the sale of Connectivity Solutions. The results of operations for
Connectivity Solutions for the year ended September 30, 2004 include a charge of $48 million comprised of a
$24 million pension and postretirement curtailment loss and a $24 million settlement loss recognized upon the
transfer of pension and postretirement benefit assets and liabilities-to CommScope. Upon the transfer of these
pension and postretirement benefit assets and liabilities to CommScope, an offsetting gain of $48 million was
recognized and included in the $84 million gain on sale of discontinued operations for the assumption of these
liabilities by CommScope. These two transactions resulted in a net zero impact to income from discontinued
operations for fiscal 2004, - :

The amounts presented for Expanets for the year ended September 30, 2004 represent the results
generated by the portion of the Expanets business that previously distributed non-Avaya products from the
date of acquisition on November 25, 2003, through June 30, 2004. We divested the entire portion of the
Expanets business. as of June 30, 2004. ,
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Year Ended Séptember 30, - . -
2004 " 2003 2002 .
- (Dollars in millions) = ”

‘Revenue from discontinued .operations: : S . . AR
Connectivity Solutlons ............................. i - $168 $542

$569
Expanets ............. R A e Cledtone o o B e e —
Total revenue from discontinued operations .............. 8176 $542 $569
Income before income taxes from discontinued operatlons: S
o . Connect1v1ty Solutions ......... R e ‘ ‘ i
Results of operations .......... P SRR . S(7) %49 s 3
7/ Gainonsale ...t P e 84— =
.‘ Total income before income taxes for ) _ . o _
Connectivity Solutions .............. e e S 13 . 49, 3
Expanets-................ e e e ___Q) = ___—_
Total income before income ‘taxes from I N
dlscontlnued operatlons T PP Lo 8 6. 349 $ 3

Liquidity land Capital Resources

During fiscal 2004, we focused on generating net cash flow from' continuing operations and reducing
the amount of our debt, particularly in relation to our amount of cash and cash equivalents. Our cash
and cash equivalents increased to $1,617 million as of September 30 2004 from $1,192 million as of
September 30, 2003. . : N

As part of our de-leveraging strategy, we retiréd and repurchased a portion of our senior secured notes -
during fiscal 2004. The impact of these transactions is described in the “Financing:Activities” discussion”
below. Primarily as a tesult of these actions, we' reduced our debt by $360  million over the fiscal year. We
took additional actions in the first quarter of fiscal 2005 to further reduce our debt;,- which were partially
offset by the closing of the Tenovis acquisition in the first quarter of fiscal 2005 and the assumptlon of
certam Tenov1s debt

Sources and Uses of Cash for the Flscal Year Ended September 30 2004 _ . PR : . . .

0peratmg<Act1vmes _ L f| , .41 o

N

Our net cash provided by operatlng actlvmes from contmumg operatlons was $479 mﬂllon for ﬁscal 2004
compared w1th $169 million for, fiscal 2003. Our improvement in cash flows from- operating activities was:.
primarily dnven by our significant turnaround in profitability, and werking capital management described below

"o "Nerincome—We generated net income of $296 m1’1110n for fiscal year 2004 compared to' a loss'
of $88 million in fiscal 2003, a $384 million year-over-year improveinent. This 1mprovement
was due to a $273 million increase in revenue over fiscal 2003, with higher gross margins due. to'""»'
mcreased volumes, favorable product mix, continued cost reductions, favorable tax settlements of -
$89 million (of which $37 million was received in. cash) and more, effectlve utilization of our . -
technician workforce. : . i T C

e Contmued improvement in working capital managemem—~We contmued to-benefit from further . &
1mprovements that were achieved in the management of working capital, particularly in the area- 0f> '
accounts receivable. Gross receivables increased by only $16 million compared to year-end 2003
despite $273 million in incremental revenues. Days sales outstanding were 58 days at fiscal year-end
2004 compared to 60 days at year-end 2003, and 73 days at year-end 2002. Past due receivables as

a percentage of total gross receivables was 13% at year-end 2004, compared to 18% and 41% as
of September 30, 2003 and 2002, respectxvely In addmon we benefited from more effective
management of accounts payable ‘
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These were partially offset by the following significant items:

e Higher incentives—The current period includes payment of management incentives for the
performance period of the second half of 2003, whereas no management incentives were paid in
2002. During 2004, we changed our policy of paylng incentives from bi-annual installments to
annual payments (due in the first quarter of .fiscal 2005).

. Hzgher interest payments—We made interest payments of $70 million on our senior secured notes
during fiscal 2004, as compared with $49 million of interest during fiscal 2003. The $21 million
. increase was as a result of the $200 million add-on offering of senior secured notes in May 2003,
and accelerated payments related to the repurchases of our senior secured notes during the third
quarter of fiscal 2004. '

Investing Activities

Net cash provided by investing actrvrtres from continuing operations ‘was $21 million for ﬁscal 2004,
compared with net cash used for investing activities-from continuing operations of $60 million for fiscal 2003.
- Fiscal 2004 activities primarily include net cash proceeds of $256 million from the sale of our Connectivity
Solutions business, and $28 million from the sale of CommScope stock. These i increases in cash were partially
offset by $128 million used for acquisitions, of which $115 ‘million was used to acquire substanually all of the
assets and certain habrhtres of Expanets, as well as $81 mllhon used for capltal expendltures and $38 million
for capitalized software development costs

1

Financing Activities

Net cash used for financing activities from continuing operations was $64 million for fiscal 2004, compared
with net cash provided by financing activities from continuing operations of $421 million for fiscal 2003. Cash
used during fiscal 2004 consisted prlmanly of $249 million to redeem $224 million of aggregate principal
amount of our senior secured notes, and $155 million to repurchase $132 million of aggregate principal amount
of our senior secured notes in a series of open market transactions. These uses of cash were partially offset by
$249 million in net proceeds received in connection with the sale of 14, 039,481 shares of our common stock in
February 2004 and $91 million of cash received in connection with the issuance_of common stock under our
employee stock. purchase plan and stock option plans. We used the net proceeds from the February 2004 sale of
our common stock to fund. the redemption of a portion of our senior secured notes, as described .above.

Cash Flows of Discontinued Operations

Net cash used in discontinued operations of $21 million for fiscal 2004 was attributed to operating
activities and consisted of $15 million related to Connectivity Solutions and $6 m11110n related to the portion
of the Expanets business divested subsequent to the acqursmon

Net cash prov1ded by discontinued operatlons of $54 mrlhon in ﬁscal 2003 was prlmarlly related to the
operating activities of Connectivity Solutrons and Expanets

The followmg table represents changes m our cash and cash equlvalents balance attributable to

discontinued ‘operations.
Year Ended September 30,

2004 2003 - 2002

(Dollars in millions)

Net cash (used for) provided by operatmg actrvrtres of - :
discontinued operations .........0...... .. 0 © 32D $57 $146
Net cash used for investing activities of dlscontrnued B . ‘

OPEIALIONS . . .\ttt e e e ettt e e e o — -3 €]
Net cash (used for)‘ provided by discontinued operations $2h) ) h $i4_ $139
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Future Cash Requirements and Sources of Liquidity

Future Cash Requlrements
The followmg table summarizes. our contractual obhgauons as of September 30, 2004:
Payments due by penod

Less than More than
' Total 1 year 1-3'years 3-5years 5 years

(In ~millions)

Long-term debt obligations(1) ............ sl $05930 $299 $—  $204 5 —

Operating lease obligations(2) ..... PR ROUDONRU - 517 0 97 143 94 183
Purchasé obligations with contract manufacturers ‘ IR
and suppliers(3) ............. e 132 132 — - —
Other purchase obhgatrons(4) T , 60 59 1 — i
Total ...... e e ) $1,302’ $587 ‘$144 © $388 $183

(1) Long term debt payments due in less than 1 year prrmarrly represent our potential payment obligations
in connection with the LYONs. Long-term ‘debt payments due in 3-5 years represent the $284 million
outstandrng principal amount as of September 30, 2004 of senior secured notes plus the unamortized
premium and uriamortized deferred gain on the interest rate swaps hedged agamst the senior secured
notes. These amounts do not include future payments for interest.

Subsequent to September 30, 2004 we entered into several transactions resultmg in significant
changes .to our long-term debt balance as shown in the following table:

~ LYONs . )
v ‘ e convertible Senior Tenovis ..
o debt secured notes debt Other Total

(In mllhons)

Debt obhgatrons as of September 30 2004 $ 297 $294 % — $2° 9 593

- Senior secured notes tender offer ............ — (271 —  — @7
Assumption of Tenovis debt(a) ..... el — 347 347
'LYONS repurchases 7 conversions(b) ........ (299) — = = (299)
Accretion and amortization of premium/gain. . 2 9) — = (D
Expected debt obligations as of ) : o

December 20, 2004(c) .................... $§ — $ 14 $347 $2 $363

‘(‘é)‘ ‘Debt assumed with the Tenovis acquisition includes $68 million of real estate financing.
(b) Repurchases result in a cash outflow; convers1ons result in 1ssuance of our common stock
(c) Of the total expected debt ob11gat10ns $81 million is due durmg fiscal 2005.

(2) Conttactual obligations for operating leases include $41 mrllron of future minimum lease payments
that have been accrued for in accordance with generally accepted accounting principles pertaining to

|
rest_ructurmg and exit activities.

(3) We purchase components from a vanety of supphers and use several contract manufacturers to provide
manufacturmg services for our products. During the normal course of business, in order to manage
manufacturing lead times and to help assure adequate component supply, we enter into agreements with
contract manufacturers and suppliers that allow them to produce and procure inventory based upon
forecasted requirements provided by us. If we do not meet these specified purchase commitments, we

could be required to purchase the inventory.

(4) Other purchase obligations represent an estimate of contractual obligations in the ordinary course of
business, other than commitments with contract manufacturers and suppliers, for which we have not
received the goods or services as of September 30, 2004. Although contractual obligations are considered
enforceable and legally binding, the terms generally allow us the option to cancel, reschedule, and adjust
our requirements based on our business needs prior to the delivery of goods or performance of services.
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Our primary future cash requirements will be to fund working capital, capital expenditures, the servicing
of the debt we assumed in .connection with the Tenovis acqurs1tlon employee benefit obllgatrons strategic
acquisitions and our business restructuring liabilities. =~ . .

Specifically, we expect our primary cash requirements for fiscal 2005 to be as follows: S

e Acquisitions—We made cash payments of $97 million during the first quarter of fiscal 2005 associated
with the acquisition of Spectel, net of $6 million cash acquired. We also made cash payments of
approximately $257 million dunng ﬁscal 2005 assocratecl with the acqursrtron of Tenovrs net of
$113 million cash acquired.

o Debt repayments—Durmg the ﬁrst quarter of ﬁscal 2005, we used cash of $314 million to repurchase
$271 million principal amount of our senior secured notes pursuant to 4 cash tender offer and consent
solicitation commenced on November 1,-2004 and concluded on December 1, 2004. The consent

 solicitation resulted in the execution of a supplemental indenture to the indenture governing the

"‘senior secured notes, wlnch eliminated substant1a11y all of the restrictive covenants the reporting
requirements and certain events of default'from the indenture, as well as ‘eliminated the requirement
to provide security for the notes. We also made payments of $129 thousand in connection with the
exercise by holders of the LYONSs put option. On November 18,"2004, we announced that we will
redeem for cash all of our outstanding LYONs on December 20, 2004. The aggregate redemption
price for all LYONSs outstanding on the December 20, 2004 redemption date (if the entire outstanding
amount were settled in cash) is $299 million. Each LYON is. conveértible at‘any: time ‘at the option of

- the holder into 37.4437 shares of our common stock. To the extent any holders elect to convert their
LYON:s into shares of our common stock.prior to the redemption date, the amount of cash required
to satisfy the redemption. will be reduced. We may make further repurchases of debt in the future.
We also acquired debt of approximately $347 million in connection with the Tenovis acquisition,
of which $79 million is scheduled for repayment in fiscal 2005.

o Capital expenditures—We expect to spend approximately $110 million'during fiscal 2005 for capital
expenditures and approximately $40 ‘million for capit’alized software development costs.

* Business restructiiring activities—Based upon’ thé current business restructurmg reserve, we expect to
make cash payments of approximately §16 mrlhon associated with lease termrnatron obligations.

° Employee payments—We paid $143 mrlhon in November 2004 Wthh was. accrued at September 30,
2004 related to management incentive plans

[T . R

Future Sources of quuldtty

We expect our, primary source of cash durrng fiscal 2005 to be posruve net cash _provided by
operating activities. We expect that growth in our revenues and continued focus on accounts receivable
and inventory management and cost contamment w1ll enable us to continue to generate posrtlve net cash
from operating activities. :

We believe that our exrstmg cash and cash equrvalents of $1, 617 million and our, ' et cash provrded
by operating activities will be sufficient to meet our future cash requirements described above. "Our ability to
meet the cash requrrements descrrbed above will depend on our ability to generate cash'in the future which
is subject to general economiic, financial, competitive, legislative, regulatory and other factors that are beyond
our control. On April 30, 2003, we and a syndicate of lenders amended and restated our Five Year Revolving
Credit Facility Agreement, or the credit facility. Our credit facility imposes, and any future indebtedness may
impose, various restrictions and covenants which could limit our ability to respond to market conditions, to
provide for unanticipated capital investments or to take advantage of business opportunities. Our existing cash
and cash equivalents and net cash provided by operating activities may be insufficient if we face unanticipated
cash needs such as the funding of a future acquisition or other capital investment. Furthermore, if we acquire
a business in the future that has existing debt, our debt service requirements may increase, thereby increasing
our cash needs. .
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"If we do not generate sufficient cash from operations or do not otherwise have sufficient cash and cash
_ equivalents, we may need to incur additional debt or-issue equity. In order to meet our cash needs we may,
from time; to time, borrow under our credit facility or issue other long- or short-term debt or equity, if the
market and the terms of our existing debt instruments permit.

Uncertainties Regarding Our Liquidity
We belreve the following uncertamtles exist regardrng our hqu1d1ty

. Abzlzty to Increase Revenue—Our abllrty to generate net cash from operating activities has been a
.prrmary source of our liquidity. If our revenue were to stagnate or declme our ability to generate

" net cash from operating activities in a’sufficient amount to meet our cash needs would be '

/ adversely affected. b

o Impact of ; Tenows Acquzsmon———Our recent acqulsmon of Tenovis could affect our liquidity in several
ways First, the integration of Tenovis’ business and operatrons into ours will require significant cash
resources. Second, although we conducted a customary due diligence investigation, of Tenovis’
busmess and operations prior to the acqursmon because we only recently completed the acquisition,

‘ we cannot yet, determme with certamty the ‘amount of cash that will be needed to fund Tenovis’
operauons on an ongoing basis. :

‘-e. Debt Ratmgs—Our ability to obtain . external ﬁnancmg and the related cost of borrowing are affected
- by our debt ratings. See “Debt Ratings.”

e Flre Acquisitions—We may from time to time in the future make additional acquisitions. Such
acqulsrtlon or‘acquisitions may require significant amounts of cash or may result in increased debt
service requrrements to the extent we assuie or incur debt in connection w1th such- acquisition -
or acquisitions. : ; :

/ . Fazr Value of Fmancml Instruments. .

The estlmated aggregate fair market value of -the senior secured notes decreased from September 30,
2003 by $412 million to $330 million as of September 30 ,2004, due primarily to the redemption and
repurchase of $356 ‘million prmcrpal amount of these notes during fiscal 2004, and the corresponding
decreases in the net premium and termination of the interest rate swaps. Wrth regard to the LYONSs, the
estimated aggregate fair value as of September 30, 2004 increased from September 30, 2003 from $305
-million to $307 million, which reflects an increase in the fair market value per LYON, partially offset by a
reduction in the aggregate fair market value of LYONSs extinguished in connection with the exchange offer.
and repurchases during fiscal 2003. The fair market values are based upon quoted market prices and yields
obtained through 1ndependent pr1c1ng sources for the'same or similar types of borrowmg arrangernents taking
into consrderauon the underlymg terms of the debt.

~ The carrymg amounts of cash and cash equrvalents accounts recelvable accounts payable and accrued
liabilities approxrmate fair value because of their short-term maturity and variable rates of interest.

As of' September 30, 2004 and 2003, the estrmated fa1r values of our fore1gn currency forward contracts.
were $8 rnrlhon and $13 mlllron respectlvely, and were ‘included in other current assets. The estimated '
fair values: of these forward contracts were based on market quotes obtained through independent
pr1c1ng sources )
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Debt Ratings

Our ability to obtain external financing and the related cost of borrowing is affected by our debt ratings,
which are periodically reviewed by the major credit rating agencies. Debt ratings and outlooks as of
September 30, 2004 and 2003 are as follows:

September 30,

2004 2003
Debt " Debt
Ratings Outlook Ratings Outlook

Moody’s: .
Issuer rating ..., B2 Positive B3 Negative
 Senior secured notes ........ el B1 Positive B2 Stable
" Senior implied rating ........c.. ... . B1 .. Positive B3 Stable
Standard & Poor’s: ‘ . , o
Loﬁg-term senior unsecured debt ............. B Positive B Stable
Senior secured NOES ....vvvvvrriieerininnnnt, - B+ Positive B+ Stable
Corporate credit ....o.0....ooiiiiiiiiiiiial, B+  Positive B+ Stable

The improvement in our debt ratings and upgrade to positive outlook for the fiscal year is primarily
a result of our (i) increased financial flexibility resulting from equity financings and debt redemption,
(ii) liquidity profile with increased cash and reduced debt, and (iii) improved operating performance and
cash flow. Changes in our debt levels or operating results may cause changes in our debt ratings.

" On November 16, 2004, Standard and Poor’s raised our long-term senior unsecured debt ratmg to
B+ to reflect lower amounts of secured debt in our capital structure, as a result of the senior secured notes
tender offer, which is descr1bed fully in Note 8 to our consohdated financial statements.

Contribution of Common Stock to Penszon Plan

During June 2004, we made a voluntary contribution of $111 million of our common stock to fund
our U.S. management pension plan. The contribution was funded with a combination of 2,448,602 shares of
treasury stock and 4,510,646 shares of newly issued common stock. The per share value of common stock
contributed to the pension plan was $15.95, which represented the average of the opening and closing share
price on June 9, 2004, the date of the contribution. As of the date of the contribution, the treasury stock had a
carrying value of $27 million. The difference between the $27 million carrying value and the $39 million fair
value of the treasury stock contributed was recorded as an increase to additional paid-in capital. As a result
of this contribution, we expect we will not be required to make a contribution to satisfy minimum statutory
funding requirements for our U.S. pension plans-until fiscal 2008.

Credit Facility

Our credit facility contains affirmative and restrictive covenants the Avaya must comply with, including:
(a) maintaining a minimum amount of earnings before interest, taxes, depreciation and amortization, or
EBITDA, adjusted for certain business restructuring charges and related expenses and non-cash charges, or
adjusted EBITDA, (b) maintaining a-minimum ratio of adjusted EBITDA to interest expense, (c) limitations
on the incurrence of indebtedness, (d) limitations on investments and (e) restrictions on the payment of
dividends. As of September 30, 2004, we believe that we were in compliance with all of the covenants
included in the credit facility. 4

As of September 30, 2004 and 2003, there were no amounts outstanding under our credit facility, and
we have not borrowed under our credit facility since the second quarter of fiscal 2002. We believe our credit
facility provides us with an important source of backup liquidity. Our credit facility expires in September
2005, and we intend to negotiate a new credit facility during fiscal 2005. We and our lenders have amended
the credit facility at different times generally to provide additional flexibility to make acquisitions and
repurchase outstanding indebtedness. See Note 8 to our consolidated financial statements for a more detailed
discussion of our credit facility.
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Guarantees of Indebtedness and Other Off-Balance Sheet Arrangements

We are party to several types of agreements, including surety bonds, purchase commitments, product
financing arrangements, and performance guarantees, which are _fully discussed in Note 17 to our consolidated
financial statements. ‘

Legal Proceedings and Em;ironmental Health and Safety Matters

We are subject to certam legal proceedings. as fully discussed in Note 17 to our consolidated financial
statements.

F 1nanc1al Instrumemts

We conduct our business on a mult1 national basis in a wide variety of foreign currencies. We are
therefore subject to the risk associated with foreign currency exchange rates and interest rates that could
affect our results of operations, financial position and cash flows. We manage our exposure to these market
risks through our regular operating and financing activities and, when deemed appropriate, through the use
of derivative financial instruments. We use derivative financial instruments to reduce earnings and cash flow -
volatility associated with foreign exchange rate changes. Derivative financial instruments are used as risk
management tools and not for speculative or trading purposes.

Foreign Currency Transactions

Recorded T ransactmns-—We utilize foreign currency forward contracts prlmarrly to manage short-term
exchange irate exposures on certain receivables, payables and loans residing on foreign subsidiaries’ books,
which are: denominated in currencies other than the subsidiary’s functional currency. For the fiscal years ended
September 30, 2004 and 2003, the changes in ‘the fair value of the foreign currency forward contracts were
substantially offset by changes resultmg from the revaluation of the hedged items.

The fair value of foreign currency forward contracts is sensitive to changes in foreign currency exchange
rates. As of September 30, 2004 and 2003, a 10% appreciation in traded-against foreign currency value from
the prevailing market rates would have decreased our related net unrealized gain from continuing operations
for fiscal 2004 and 2003 by $40 m11110n and $22 million, respectively. Conversely, a 10% deprecratron would
have increased our related net gain from, continuing operations for fiscal 2004 and 2003 by $56 million and
$22 million, respectively. Consistent with the nature of the economic hedge of such foreign currency forward
contracts, .such unrealized gains or Josses would be offset by correspondmg decreases or 1ncreases
respectively, of the underlying asset,. liability or transaction being hedged.

Forecasted Transactions—From time to time, we use foreign currency forward contracts to offset certam
forecasted foreign.currency transactions primarily related to the purchase or sale of product expected to occur
during the ensuing twelve months. The change in the fair value of foreign currency forward contracts is -
recognized as other income or expense in the period in which the exchange rates change. For the fiscal year
ended September 30, 2004 and 2003,.these gains and losses were not materral to our results of operanons

Interest Rate Swap Agreements

During the first and second quarters of 2004 we entered into a total of ﬁve interest rate swap- agreements
each having a notional amount of $50 'million and a maturity date of April 2009. The interest rate swaps
effectively converted $250 million of the senior secured notes from fixed rate debt into floating rate debt. -

During the third and fourth quarters of fiscal 2004, we terminated all five of our interest rate swap
agreements as we anticipate further repurchases of the senior secured notes. See Note 9 to our consolidated
financial statements for further details related to these interest rate swap agreements.
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Recent Accounting Pronouncements’

SFAS 132

“In-December 2003 the Financial Accounting Standards Board or FASB “issued a revised SFAS No. 132,
_“Employers Disclosures ‘about Pensions and Other Postretirement Benefits,” or SFAS. 132, which changed
the disclosure requirements for employers’ pension plans and other postretirement benefit plans, but did not
change the measurement-or recognition of those plans required by other related accounting standards. The
disclosure requirements of SFAS 132 were effective for us beginning:in the second quarter of-fiscal 2004.
Additional annual disclosures-are also required by SFAS -132 for the year-ended September 30, 2004,
including information describing ‘the types of plan assets, investment strategy, measurement date(s), plan
obligations and cash ﬂows . . o

FIN 46—R

In January 2003, the FASB issued Interpretatron No. 46, “Consohdatlon of Varlable Interest Entities,
an interpretation of Accounting Research Bulletin No. 51,” or FIN 46. FIN 46 requires certain variable
interest entities to be consolidated by the primary beneficiary of the entity if the other equity investors in
the entity do not have the characteristics of a controlling financial interest or do not have sufficient equity at
risk for the entity to finance its. activities without additional subordinated financial support from other parties.
The disclosure and consolidation requlrements of FIN-46 for variable interest entities.created or acquired
subsequent to January 31, 2003 became effective for financial statements issued by us beginning in the
second quarter of fiscal 2003. For variable 1nterest entities created or acquired prior to February 1, 2003,
~ the consolidation requirements of FIN 46 became effective for us in the first quarter of fiscal 2004. In
December 2003, FASB issued a revrsed interpretation of FIN 46, or FIN. 46-R, which supersedes FIN 46
and clarifies and expands. current accounting guidance, for var1able interest entities. We adopted the new
requirements of FIN 46-R as. of March 31, 2004. The adoptron of FIN 46 and FIN 46-R did not have a
material effect on our consolidated results of operations, financial position or cash flows.

¢ i

Recently Passed Tax Legislation

On October 22, 2004, the American Jobs Creatron Act of 2004 or the’ Act was 31gned into law. The Act
includes a deduction of 85% of certaln forergn earmngs that are repatrrated as'defined in the Act. We may
elect to apply this provision to quahfymg earmngs repatrratlons in either fiscal 2005 or fiscal 2006. We have
started an evaluation of the effects of the repatrratlon provision; however, wé do not expect to be able to
complete this evaluation until after’ Congress or the Treasury Department prov1des addmonal clarifying -
language on key e]ements of the prov1s10n

The Application of Critical Accounting Pollcies '

Our consolidated financial statements are based on the selection and applic‘ati‘on of accounting principles
generally accepted in the United States of America, which require us to make estimates and assumptions about
future events that affect the amounts reported in our financial statements and the accompanying notes. Future
events and their effects cannot be determined with absolute certainty. Therefore, the determination of estimates
requires the exercise of Judcment Actual results could differ from those estimates, and any such dlfferences
may be material to the financial statements. We believe that the following policies may involve a higher
degree of judgment and compleéxity in their apphcatron and represent the critical accounting policies used in
the preparation of our financial statements If different assumptlons or condltlons were to prevall the results
could be materially different from our reported results '

Revenue Recogmtwn

We derive revenue primarily from the sale and service of communication systems and applications.
In accordance with SEC Staff Accounting Bulletin No. 104, “Revenue Recognition,” revenue is recognized
when persuasive evidence of an arrangement éxists, delivery has occurred, the fee is fixed and determinable,
collectibility is reasonably assured, contractual obhgatlons have been satrsﬁed and tltle and risk of loss have
been transferred to the customer. :
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Our p‘roducts are sold directly through our worldwide sales force and indirectly through our global network
of distributors, dealers, value-added resellers and system integrators. The purchase price of our systems and
applications typically includes installation and a warranty of up to one year. Revenue and the related costs from
the direct sales of products that include installation services are recognized at the time the products are installed,
after satisfaction of-all the terms-and conditions of the underlying customer contract. When we provide a
combination of preducts and services to customers, the arrangement is evaluated under Emerging Issues Task
Force Issue No. 00-21, “Revenue Arrangements with Multiple Deliverables,” or EITF-00-21, which is effective
for us for transactions entered into-after July-1; 2003. EITF 00-21 addresses certain aspects of accounting by
a vendor for arrangements under-which the vendor will perform multiple revenue generating activities. The
application of EITF 0021 did not have a material effect on our consolidated results of operations, financial

/ ' position or. cash flows. Our indirect sales to distribution partners are generally recognized at the time of shipment
- if all contractual obligations have been satisfied. We accrue a provision for estimated sales returns and other
allowances and deferrals as a reduction of revenue at the time of revenue recognition, as required. We calculate
the provision for sales returns and allowances based on a quarterly analysis of actual historical returns and
allowances in relation to current quarter sales, and determine the required allowance. This analysis requires a
significant amount of judgment. If the accrued provrsron is hlgher or lower than requlred based on our quarterly
analysis, the provision is adjusted agamst revenue,

We also derive revenue from: (i) malntenance services, 'in'cluding services provided under contracts and
on a time and materials basis; (ii) professional services for customer relationship management, converged
voice and 'data nétworks, network seéurity, and unified~communications; and (iii) managed services for
messaging and other parts of communication systems. Maintenance contracts typically-have terms that range
from one to five years. Contracts for professinal services typically have terms that range’ “from two to four
weeks for standard soluitidn's and from six months to one year for customized solutions. Contracts for = =
managed’ serv1ces typlcally have'terms$ that range from one to seven years. Revenue-and the relaied costs
from services performed under managed services arrdngements, professional services and services performed
under maintenance contracts aré-deferred ‘and recognized ratably over the term of the underlylng customer’
contract or at-the end of the contract, when obligations have been satisfied. For servrces performed on a time. .
and materials basis, revenue is recogmzed upon perforrnance

Most iof our sales requ1re Judgments pr1nc1pa11y in the areas of customer .acceptance, returns assessments
and collectlbrhty The assessment of collect1b111ty is partlcu]arly crltlcal in determining whether or not revenue
should be recogmzed We assess collectlblhty based prlmarlly on the cred1tworth1ness of the customer as
determmed by credlt checks and analysis, as Well as the customer’s payment h1story In addmon a s1gmﬁcant
amount of our revenue is generated from sales of product to distributors. As such, our provision for estlmated
sales returns and other allowances and deferrals requires significant Judgment We provide for estimated sales”
returns and other allowances and deferrals as a reduction of revenue at the time of revénue recognition, as
required. If these estimates, which are based on historical experience, are s1gn1ﬁcantly below the actual .
amounts, our.revenue could be adversely affected ) L ‘ Ce

Collectlblhty of Accounts Recezvable

Our accounts receivable . are recorded net of reserves for sales returns and al]owances and net of
prov1s10nstf0r doubtful accounts. As dlscussed above, we accrue for estimated sales returns and allowances .
based on an analys1s of historical trends. In order to record our accounts recejvable at their net realizable
value, we must also assess their collect1b111ty A considerable amount of judgment is requlred in order to make
this assessment 1nclud1ng a detailed analysrs of the agmg of our receivables and the current credrtworthmess
of our customers and an analysis of historical bad debts ‘and other adjustments. We have recorded allowances
for receivables which we believe are uncollectible, including amounts for the resolution of potential credit
and other collect1on issues such as disputed invoices, customer satisfaction claims and pricing discrepancies.
However, dependrng on how such potential issues are resolved, or if the ﬁnanc1al condition of any of our
customers 'were to, deterlorate and their ability to make requ1red payments became impaired, 1ncreases in
these allowances may be required. We actively manage our accounts receivable to minimize credit risk,
and as of September 30, 2004 we have no individual customer- that constitutes more than 10% of our
accounts receivable. '
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Inventories

In order to record our inventory at its lower of cost or market, we regularly assess the ultimate
realizability of our inventory. We adjust our inventory balance based on historical usage, inventory turnover.
and product life cycles through the recording of a provision which we include in-cost of sales. In certain
circumstances such as the introduction of a new product, we may make judgments as to future demand and
compare that with the current or commltted inventory levels. Where we have determined that the future
demand is lower than our current inventory levels, we adjust our inventory balance accordingly. In addition,
we have outsourced the manufacturing of substantially all of our ECG and SMBS products. We are not
obligated to purchase products from our outsourced manufacturer in any specific quantlty, except as we
outline in forecasts or orders for products requ1red to be manufactured by the outsourced manufacturer.

We may be obligated to purchase certain excess inventory levels from our outsourced manufacturer that
could result from our actual sales of ‘product varying from- forecast in which case we may need to record
addmonal mventory prov1s1ons in the future

Deferred Tax Assets

- As of September 30, 2004, we had $427 million in net deferred tax assets which are supported by
tax planning strategies, consisting of recognized deferred tax assets of $472 million offset by deferred tax
liabilities of $45 million. The recognized deferred tax assets consist of gross deferred tax assets of $1,318
million less a valuation allowance of $846 million. Deferred tax assets are primarily a result of deductible
temporary differences related to pension and other accruals, as well as tax credit carryforwards and net
operating loss carryforwards which are available to reduce taxable income in future periods.

The determination of the amount of deferred tax assets to be recognized involves significant estimates
regarding the timing and amount of the reversal of taxable temporary differences, future taxable income, and
the implementation of tax planning strategies. In particular, SFAS No. 109, “Accounting for Income Taxes,”
requires us to weigh both positive and negative evidence in determlmng whether a valuation allowance is
needed. Positive evidence would include, for example, a strong earnings history and tax planning strategies
indicating an ability to realize deferred tax assets. Negative evidence would include, for example, a history
of operating losses and losses expected in early future years. Based on the available evidence, we have
determined that a partial valuatlon allowance should continue to be maintained until sufficient positive
evidence outweighs the negatlve evidence in regards to whether or not a valuation allowance is required.
This determination was based primarily on our history of losses for book ‘and tax purposes. Although we
have achieved pretax book income in 2004, this is the first year since our inception in 2000 that we have
achieved proﬁtablhty In addition, we continue to be in a 3-year cumuilative loss position for both book and
{ax purposes. Tt is anticipated that the reversal of certain deductible temporary differences and permanent
book to tax differences in fiscal year 2004 will result in a taxable loss for the year. We consider this negative
evidence regarding the future realization of deferred tax assets which is based on actual historical results, to
outweigh the positive evidence which primarily includes projections of future income for both book and tax
purposes. We will continue to analyze our current and future proﬁtabﬂlty and the probability of the realization
of our deferred tax assets in future periods as a result of profitable operations.

' 'Althbugh realization is not assured, we have concluded that a portion of our net deferred tax assets as of
September 30, 2004 will be realized based on the scheduling of deferred tax liabilities and on certain distinct
tax planning strategies that we intend to implement in a timely manner, if necessary, which will allow us to
recognize the future tax attributes. The amount of net deferred tax assets determined to be realizable was
measured by calculating the tax effect of the planning strategies, which include the potential sale of assets and
liabilities. The amount of the deferred tax assets actually realized, however, could vary if there are differences
in the timing or amount of future reversals of existing deferred tax liabilities or in future income. If 'we
determine that we will not be able to realize all or part of our deferred tax assets in the future, an adjustment
to the deferred tax assets valuation allowance would be charged to income in the perlod such determmatlon
was made.
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Long-Lived Assets

We have recorded property, plant and equipment, intangible assets, and capitalized software costs. at cost
less accurhulated depreciation or amortization. The ‘determination of useful lives and whether or not' these
assets are impaired involves significant judgment. S . R

A cons1derable amount of _]udgment is also requlred in calculatrng an 1mpa1rment charge for assets
that are held and used, prrncrpally in determining discotint rates ‘market premiums, ﬁnanc1al forecasts, and’
allocation methodology. In calculatlng an 1mpa1rment charge for assets held for sale, srgmﬁcant judgment is
requrred in estrmatrng fair value and costs to'sell. Our estimates are based on valuations obtained from’ thrrd

parties and on estimates of 1ncremental costs such as commrssrons and fees that are customary for sales of

s1m1lar assets

Goodwill nnparrment rs determmed usmg a two- step approach The ﬁrst step of the goodwrll test 1s
used to identify potential impairment by comparing the fair value of a reportmg unit, which is one, level
below our Operating segments, with its carrying amount, including goodwill. The second step of the goodwill
impairment |test compares the implied fair value of the reporting unit’s goodwill with the carrying amount of
that goodwill. If the carrying amount of the reporting unit’s goodwill exceeds the implied fair value of that
goodwill, an impairment loss is recogmzed in an amount equal to that excess. We conducted the required-
annual goodwill impairment review during the fourth qQuarter of fiscal 2004 We completed updated valuatlons
for all reporting units with goodwill as of September 30, 2004 using a drscounted cash flow approach based
on forward- lookrng information. regardmg market share, revenues and costs for each reporting unit as
well as appropriate discount rates. As a result .we determined that goodwﬂl Was not 1mpa1red as of
September 30, 2004.

Busmess Restructurmg Charges

During! fiscal 2002, we recorded $201 million of charges and established related ‘business restructuring
reserves related to the outsourcing of certarn mantifacturing facilities, the acceleration of our restructuring plan
originally adopted in September 2000, and our efforts to improve our business performance in response to the
industry-wide slowdown. These reserves mcluded estimates related to employee separatron costs, lease
termmatron obligations and other exit COStS.

Estrmates used to establrsh reserves related to real estate lease oblrgatrons have been reduced for sublease
income that we believe is probable Because certarn of our real estate lease obl1gatlons extend through ﬁscal
year 2020, alssumptrons Were made as to the trmmg, avarlabllrty and. amount of sublease income that we
expect to receive. In makmg these assumptrons we considered many ‘variables such as the vacancy rates of
commercial real estate in the, local markets and}the market rate for sublease rentals. Because we are requ1red 1
to project sublease 1ncome for many years 1nto the future, our estlmates and assumptrons regardrng the "
commercial real estate market that we. used to calculate future sublease income may be materrally d1fferent
from actual sublease 1ncome If our sublease Income estimates were too hrgh we would incur addltronal real
estate lease oblrgauon charges Conversely, if our sublease 1ncome estimates. were too low, we would be .‘
required to reverse charges and recognize income.

In fiscal years 2004, 2003 and 2002, we reversed $1 m1llron $2l mrll1on and $20 mllhon respectrvely,
of busmess restructuring reserves prlmanly related to fewer mvoluntary employee separatlons than
orrgmally anticipated. :

Pension and'Postretirement Benefit Costs 7 - i

We' sponsor non- contributory defined beneﬁt pensron plans coverrng ‘the majonty of ‘our U.S. employees
and retirees, land postretirement benefit plans for U.S. retirees that 1nclude healthcare benefits .and life
insurance coverage Certain non-U.S. operatrons have various retirement benefit programs coverrng
substantially .all of their employees Some of these programs are cons1dered to be deﬁned beneﬁt pensron
plans for accounting purposes.

Our pension and postretirement beneﬁt costs are developed from actuarial valuations. Inherent in these
valuations are key assumptions, including the discount rate and expected long-term rate of return on plan
assets. These! assumptions require the judgment of management. Material changes in our pension and
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postretirement benefit costs may occur in the future due to changes in these assumptions, changes in the
number of plan participants, changes in the level of benefits provided, and changes in asset levels.

The discount rate is subject to change each year, consistent with changes in applicable high-quality,
long-term corporate bond indices. Based on the expected duration of the benefit payments for our pension
plans, we refer to applicable indices such as the Moody’s AA Corporate Bond Index and the Salomon
Brothers Pension Discount Curve to select a rate at which we believe the pension benefits could be effectively
settled. Based on the published rates as of September 30, 2004, we used a discount rate of 5.75%, a decline
of 25 basis points from the 6.0% rate used as of September 30, 2003. For the fiscal year ended September 30,
2004, this had the effect of increasing our projected pension benefit obligation by approximately $88 million,
and our accumulated postretirement benefit obligation by approximately $20 million. For fiscal 2005, this
has the effect of increasing pension service cost by approximately $1 million. The estimated impact on .
postretirement service cost is less than $1 million.

The expected long-term rate of return on pension and postretirement plan assets is selected by taking into
account the expected duration of the projected benefit obligation for the plans, the targeted asset mix of the
plans, and whether the plan assets are actively managed. The forward-looking assumptions underlying our
expected long-term rate of return are developed with the assistance of our investment adviser and reviewed
for reasonableness periodically. Based on these periodic reviews, we may adjust the expected rates of return
to be applied in future periods. A 25 basis point change in the expected long-term rate of return would result
in an approximate $6 million change in our pension expense and less than a $1 million change in our
postretirement expense. 4

The market-related value of our plan assets is developed using a 5-year average. The market-related
value as of the measurement date is calculated as follows: (1) A preliminary market-related value is calculated
by adjusting the market-related value at the beginning of the year for payments to and from plan assets and
the expected return on assets during the year. The expected return on assets represents the expected.long-term
rate of return on plan assets adjusted plus or minus 2% based on the actual 10-year average rate of return on
plan assets. (2) The final market-related value is determined as the preliminary market-related value from
(1) above, plus 20% of the difference between the actual return and expected return for each of the past
five years.

Commitments and Contingencies

We are subject to legal proceedings related to environmental, product, employment, intellectual property,
licensing and other matters. In addition, we are subject to indemnification and liability sharing claims by
Lucent under the terms of the Contribution and Distribution Agreement. In order to determine the amount of
reserves required, we assess the likelihood of any adverse judgments or outcomes to these matters as well as
potential ranges of probable losses. A determination of the amount of reserves required for these contingencies
is made after analysis of each individual issue. The required reserves may change in the future due to new
developments in each matter or changes in approach such as a change in settlement strategy. Assessing the
adequacy of any reserve for matters for which we may have to indemnify Lucent is especially difficult, as we
do not control the defense of those matters and have limited information. In addition, estimates are made for
our repurchase obligations related to products sold to various distributors who obtain financing from certain
third party lending institutions. '
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board!of Directors and Stockholders of Avaya Inc.:

In our opinion, the accompanying consolidated balance sheets and the related consolidated statements of
operations, of changes in stockholders’ equity and of comprehensive income (loss), and of cash flows present
fairly, in all material respects, the financial position of Avaya Inc. and its subsidiaries (the “Company”) at
September 30, 2004 and 2003,-and the results of their operations and their cash flows for each of the three
years inthe period ended September 30, 2004 in conformity with accounting principles generally accepted in -
the United States of America. These financial statements are the responsibility of the Company’s management.
Our responsibility is to express an opinion on these financial statements based on our audits. We conducted
our audits ofithese statements in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance ab(j)ut whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements,
assessing the: accounting principles used and significant estimates made by management, and evaluating the
overall ﬁnanc‘ial._statemerit presentation. We believe that our audits provide a reasonable basis for our opinion.

/?i e wa.?é/%‘lv_iéé;oérj‘ Z.Z./o

PricewaterhouseCoopers LLP
Florham Park, New Jersey
December 6, 2004
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AVAYA INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS
(dollars in millions, except per share amounts)

Year Ended September 30,

2004 2003 2002
REVENUE _ : . ‘ '
PrOQUCLS vttt et et ettt e e . $2,048 $1,880 $2,208
Services ...... e P e ‘ 2,021 . 1916 2,179
‘ O e 4,009 3,796 4,387
COSTS _ C . .
CPFOAUCES .+ttt et ettt e e e . o928 - 944 1,168
SEIVICES .« .viniiiiiiiii et e SPPUTII - _L196 . 1,213 1,355
o f 2,124 2,157 2,523
GROSS MARGIN ......oouiiiiiiiiaitii it s 1,945 1,639 1,864
OPERATING EXPENSES , ‘ C ‘
_Selling, general and administrative ... 1,275 | 1,245 1,502
Business restructuring (reversals) charges and related expenses net ... O (5) 209
Goodwill and intangibles 1mpa1rment charge ........... ..ol ; - — 71
- Research and development ....................... P 348 336 436
~TOTAL OPERATING EXPENSES .............. e Lo 622 1,576 2,218
OPERATING INCOME (LOSS) ... e 323 63 . (354)
Other income (8XPense), NEL . ....vuvuirrerinieeeiniiaeaiinns, e _ (15 (29) 1
INTErESt EXPEISE . ..ottt ettt i e e ae o (66) (8 (51)
INCOME (L.OSS) FROM CONTINUING OPERATIONS BEFORE .
INCOME TAXES .. ittt i el - 242 (44) (404)
(Benefit) provision for income taxes ..ol (4D 84 273
INCOME (LOSS) FROM CONTINUING OPERATIONS ..... e : "_ 291 (128) 677)
DISCONTINUED OPERATIONS ' S
~ Income from discontinued operations .......... e ‘ 6 49 3
Provision (benefit) for income taxes ............. s Veelee. 1 ' 9 (8)
INCOME FROM DISCONTINUED OPERATIONS ..................... ' "~ 5 40 11
NET INCOME (LOSS) ... iiiii i ST $ 296 $ (88 $ (666) .
NET INCOME (LOSS) AVAILABLE TO COMMON
STOCKHOLDERS ‘ ‘
Income (loss) from continuing operations ......... e U . %29 $ (128) $ 677
Accretion of Series-B preferred stock ... . - —_ (12)
Conversion charge related to Series B preferred stock and warrants ..... = — (125)
Income (loss) from continuing operations available to common SR o
StOCKhOIdEIS ... \\viii e R . 291 . .. (128) (814)
Income from discontinued operations ................. P . 5 .40 11
Net income (loss) available to common stockholders T ;-3 296§ (8% $ (803)
Earnings (Loss) Per Common Share—Basic: =~ -+ .- ° e "
Earnings (loss) per share from continuing operations .................. - $-066., . $(0.34) $(2.47)
Earnings per share from discontinued operations ...... e 0.01 0.11 -~ 0.03
" Earnings (loss) per share ... $ 0.67 $(0.23) $(2.44)
Earnings (Loss) Per Common Share—Diluted: : B
© Earnings (loss) per share from continuing operations .................. $ O 63 $(0.34) $(247)
Earnings per share from discontinued operations ...................... 0.01 011 0.03
Earnings (loss) per share ..........ooviiiiiiian. e e e 8 064 $(0.23) $(2.44)

See Notes to Consolidated Financial Statements.
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AVAYA INC. AND SUBSIDIARIES
"+, CONSOLIDATED BALANCE SHEETS
(dollars in-millions, except per share amounts)
As of September 30,
o ‘ 2004 2003
ASSETS
Current- assets:- o A : . : : ' S
-"Cash and cash equlvalents ........ i e , $1,617 - $ 1,192
Receivables, less allowances of $48 mllhon and $86 million as of o '
/ September 30, 2004 and 2003, respectwely e e e 696 642
- CINVENtOTY L. e e <239 T 264
‘Deferred income taxes, net .................... e J T D 27 © 69
~ . Other current assets ...... PR 145 171
Current assets of discontinued operations «..............ooiieniiiiiia, L — ‘ 212
TOTAL CURRENT ASSETS ..........c..ooiiiinnn. e e N SR 2,550
" Property, plant and equipment, net ......... R A S C L 509 T e 604
.Deferred income taxes, net ............ L, PRUTI IEPT P 400 370
Goodwill ........... T R N PR , 257 146
‘Other assets - .:........ e S e DU e ' " 269 197
* Other assets of* dlscontmued operatlons ......................... SO . S 190
TOTAL ASSETS ........................... ST T Lol $4,158° ¢ § 4,057
LIABILITIES AND STOCKHOLDERS’ EQUITY o ' ' ’
Current liabilities: ‘ ST e - S .
Accounts payable ...... PO P O ST ' 345 -+ . 305
Debt maturing within one year ..... N SO e e - 299 .. —
Payroll and benefit obhgat10ns .............. SETPR P i . 328 . 261
" Deferred revenue ..........0vo.ocoieeiii.i. ST P - 178 . 142
Other current liabilities ...........ccooviviiiviiiinnnn.., e o273 © 373
- Current ligbilities of discontinued operations ............ e L  — .. 88
TOTAL CURRENT LIABILITIES ............ ERTRR g 1 423 1,169
. Long-term debt ....... e G . ................................... 294‘ . 953
‘Benefit obligations "......... P T IRTTRT, e e L l 2637 1,224
Other liabilities ..., S e Lo 38sT " 490
. Other liabilities of discontinued operations .......... B i — 21
TOTAL NON-CURRENT LIABILITIES ......oitiieeei o, R S 1942 . 2,688

Commitments -and contingencies
STOCKHOLDERS’ EQUITY : e
* Series A junior participating preferred stock, par value $1. OO per share
. 7.5 million. shares authorized; none issued and outstanding ............... A R —
Common stock, par value $0.01 per share, 1.5 billion shares authonzed R -
455,827,524 and 419,434,414 issued (mcludmg 0 and 878,254 treasury -

shares) as of September 30, 2004 and 2003, respectlvely ....... Vet s S R A |

Additional paid-in-capital, ...........co.iciii i, Co 2,592 2,151

Accumulated deficit ...: ... i e S o (974) - (1,270)

Accumulated other comprehenswe 1088 «ovi N (829 . (679)

Less: tréasury stock at cost .............. e T S P L o (6)
TOTAL STOCKHOLDERS’ EQUITY ..... vl e L 794 200 .

- TOTAL LIABILITIES AND STOCKHOLDERS’ EQUITY e : $4,159 - $4,057

See Notes to: Consolidated' Financial Statements.
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AVAYA INC. AND SUBSIDIARIES
CON SOLIDATED STATEMENTS OF CASH FLOWS
' (dollars in lmllhons) ‘
Year Ended September 30,

2004 - 2003 2002

OPERATING ACTIVITIES: . | o . Co . . e
Net income (loss) ....:....... I P P e $ 296 $,(88) $(666)
Less: mcome from discontinued operauons, net ................ IR [P 5 P40 11
Income (lms) from continuing OPErations .. ... ... ... ieeeemiinreer e 291 (128) (677)

Adjustments to reconcile net income (loss) to net cash provided by operatmg activities: . ' ’ !

/ . Business restructuring (reversals) charges, net ... .. EE S S ) (1) 21 188

Deprecidtion and amortization . ....................... L [P 147 N VA ! 196

Provision for uncollectible receivables .............. . ... ... ... S : 9 12 55

Deferred taXes .. ..vvveiireien i PP B 8 68 243

Reversal of tax liablities related to audit settlement .........................u.... A7 o= —.

Loss on |extinguishment of debt, net B . e 42 . W34 -

Litigation settlements . ... ... S e PP e e (23) "25 —_

Amortization of restricted SIOCK URILS - . ... ... v ecrss el e 15 ¢ 31 23

Impairment of goodwill, intangible assets and investments . ......................... — -— 88

Gain on/curtailment of pension and postretirement plans ............... ... ... . ... — (46) —

Adjustmients for other non-cash items, met ........... .. ool . 37 8 53

Changes in operating assets a.nd liabilities, net of effects of acqulred businesses: - T )
Receivables . ...........0.. P e 2 184 458 -
IOVENTOTY © oottt eet et e et e e e 34 o 89
Restricted cash ........... ..o e e 28 2N
Accounts payable . ... ... e e — S (80) (235) .

Payroll and benefits . ... e e e : 77 © (139) (74)

) AccruFd interest payable on long-termdebt ......... ... .. 00 oo oo DL (70) .49 .=
Business restructuring reserve ... .ooovu vttt s 24y (83) - (187)
Deferred revenue .........oveiriin e PPN 16 22 98)
Otherjassets and liabilities ... ... i i e i (62) 110 (36)..

NET CASH PROVIDED BY OPERATING ACTIVITIES FROM ' o
CONTINUING OPERATIONS ... o e 479 169 .86
INVESTING ACTIVITIES: . ~’: :

- Capital expenditures ............. e T " (81 (§7) o (104)
Capitalized software development costs ... .............. e T 38 (29) (34)
Acquisitions of businesses, net of cash acquired .................. ... P . (128) — (6)
Proceeds from sales:of discontinued operations ........... e 260 — —
Proceeds from sale of Commscope common stock . . ' 28 — —
Proceeds from sale of property, plant and equipment ............ T i —_ 21 5
Investments in marketable securities . ................... e [P . ) — -
Othermvestmgacnvmes net ...... T (11) ‘ 5 3

NET CASH PROVIDED BY (USED FOR) INVESTING ACTIVITIES FROM -

CONTINUING OPERATIONS ... .. ... x 21 - 60) . (136)
FINANCING ACTIVITIES: ‘ ‘ ’ o )
Issuance of common stock .. ... ... A O e e S T3427 368 235
. Net decrease in commercial paper ....... e e e . —_ — (432)
Issuance of long-term debt ............ e T — 216 . 895
Repayment of long-term borrowings . ... . ... ... .. ..... .. P (404) © o (156) —

- Payment of issuance ‘costs ‘related to debt and equity offermgs ............. e . (2) 9) 29
Repayment under the credit facility ................ .. SN . e — (200)
Termination of accounts receivable secuntlzauon ..... PP U . R — (200)
Other ﬁna.ncmg activities, net- ..... P e e e i B 2 (14)

; NET CASH (USED FOR) PROVIDED BY FINANCING ACTIVITIES FROM : - ) i

 ° 'CONTINUING OPERATIONS ....... e e (64 421 255

‘ Effect of cxchange rate changes on cash and cash equivalenfs e e 10 11 3
Net increase in cash and cash equivalents from continuing: operations ...:.......... SN .o 4do w541 208
Net (decrease) increase in cash and cash equivalents from d1scontmued operanons ....... Lo T@n - . 4 139
Cash and cash equivalents at beginning. of fiscal year 3 B L1192 597 250
Cash and cash equivalents at end of fiscal year ........ PR e L SLEIT T 81,192 $ 597

See Notes to Consolidated Financial Statements.
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, -AVAYA INC. AND SUBSIDIARIES.
\NOTES TO' CONSOLIDATED FINANCIAL STATEMENTS

1. Description of Business

Avaya Inc. (the “Company’. or “Avaya”) provides communication systems, applications and. services
for enterprises, including businessés, ,government agencies and other organlzatlons The Company’s product
offerings include Internet Protocol (4IP”) telephony systems that converge voice, data and other traffic
across a single unified .network, traditional voice communication systems, contact center infrastructure and
applications in support of customer relauonshrp management and unified communications applications. The -
Company supports its.broad customer base with,comprehensive global service offermgs that enable customers
to plan, design, implement and:manage their communications networks S :

2. Summary‘of SigniﬁCant' Aeco‘ur‘nting Policies
Principles of Consolidation .. - R

The -consolidated. financial statements include .the accounts of Avaya and. its’ subs1d1ar1es All
1ntercompany transactlons and balances have been el1mmated :

Use ofEstzmates S L ‘ '

* The consolidated. ﬁnanc1al statements and related dlsclosures are prepared in conforrmty with accountmg
pnnmples generally accepted in the. United States of America. Management is required to make estimates and
assumptions that affect the reported amounts of assets and liabilities, .the disclosure of contingent assets.and
liabilities at the date of the financial statements and.revenue'.and expenses during the period reported.. These
estimates include assessing the collectibility of accounts receivable, sales returns'and allowances, the use and
recoverability. of inventory, the realization of deferred-tax assets, business restructuring reserves, pension and
postretirement benefit costs, and useful lives and impairment of tangible and intangible assets, among others.
The markets for the Company’s products are characterized by intense competition, rapid technological
development and frequent new product introductions, all of which could affect the future recoverability of
the Company’s ‘assets. Estimates and assumptions are reviewed periodically ‘and the effects of revisions are
reflected in the consolidated financial ‘statements:in the pernod they are determined to be necessary Actual
results could différ from these estrmates

Foreign Currency Translatton )

R

Balance sheet accounts of' the. Company s foreign operations are translated from forelgn currencies into
U.S. dollars at perlod -end exchange rates while income and expenses are translated at average exchange rates,
during the period. Translation gains or losses related to net assets located out51de the U.S. are shown as a

component of accumulated other .comprehensive loss in stockholders’ equity. Gains and losses resulting from
foreign currency transactlons which are denommated in currencies other than the entity’s functional currency,
are.included in the Consolidated Statements of Operauons
Revenué Recognitioni _ L ‘

The Company derives revenue primarily from the sale and service of communication systems and
applications. In accordance with SEC Staff Accounting Bulletin No. 104, “Revenue Récognition,” revenue
is recognized when.persuasive evidence of an arrangement exists, delivery has occurred, the fee is fixed and
determinable, collectibility is reasonably assured, contractual obligations have been satisfied, and title and risk
of loss have been transferred to the customer.

The Company’s products are sold directly through its worldwide sales force and 1nd1rectly through its
global network of distributors, dealers, value-added resellers and system integrators. The purchase price of the
Company’s systems and applications typically includes installation and a warranty for up to one year. Revenue
from the direct sales of products that include installation services is recognized at the time. the products are
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" installed, after satisfaction of-all the terms and conditions of the underlymg customer contract When the

Company provides a combination of products and services.to customers, the arrangement is evaluated under -
Emergmg Issues Task Force Issué (“EITF”) No. 00-21, “Revenue Arrangements with Multiple Deliverables,”
(“EITF 00-21), which is effective for'the Company ‘for transactions ertered into after July 1, 2003. EITF -~
00-21 addresses-ceértain aspects of accounting by a vendor for arrangements under which the vendor will
perform multiplé revenue generating activities. The'application of EITF 00-21did not have a material effect '
on the Company’s consolidated results of operations, financial position or ‘cash flows. Thé Company’s indirect
sales to distribution partners are generally recognized at the time of shipment if all contractual obligations
have been satisfied. The Company accrues a provision for estimated sales returns and other allowances and
deferrals as a reduction of revenue at the time of revenue recognition, as required. - L, oo

The Company also derives revenue from: (i) maintenance services, including services provided under
contracts and on a time and materials basis; (ii) professional :services for customer rélationship management,
converged voice and data networks, network security, and unified communications; and (iii) managed services
for messaging and other parts of communication systems. Maintenance contracts typically have terms that
range from one to five years. Contracts for. profess1onal services typically have terms that range from two to
four weeks for standard solutions and-from six meonths. to one year for customized.solutions. Contracts for
managed services typically have terms that range ffom one to seven years. Revenue from services performed
under managed services arrangements; professional services.and services performed under maintenance
contracts isideferred and recognized ratably over the term of the underlying customer -contract or at the end
of the contract, when obligations have ‘been satisfied. For servrces performed on a time and materlals basis,
revenue is recognized upon performance S :

Research and Development Costs and Software Development Costs

Research and development costs are charged to expense as incurred. The costs mcurred for the
development of communications software that:will be sold, leased or otherwise marketed, however, are
capitalized when technological feasibility has been established. These capitalized costs are subject to an
ongoing assessment of recoverability based on anticipated future revenues and changes in hardware and

software technologies. Costs that are capitalized include direct labor and related overhead.

' Amort;zatlon of capitalized software development costs begins when the product is available for- general
release to customers. Amortization is recognized on a product-by-product basis on the greater of either the

"ratio of current gross revenues to-the total of current and anticipated future gross revenues, or the straight-line

method over a period of up to three years. Unamortized capitalized softwaré development costs determined to
be iri‘excess of net realizable value of the product are expensed immediately. As of September 30, 2004 and
2003, the Company had unamortized software development costs of $53 million and $43 million, respectively.
Amortization expense of $28 million, $25 million and $20 million was recorded for the fiscal years. 2004,
2003 and 2002 respecnvely, and was 1ncluded as a component of gross margm for each year.

Cash and Cash Equivalents

All hlghly liquid investments with orlglnal maturities of three months or less are cons1dered to be
cash equ1valents These short-term investments are stated at cost, which approximates’ market value. The * °
Company’s icash and cash equlvalents are invested in various 1nvestment grade 1nst1tut10nal money
market accounts. © . . - o Do S :

Restncted cash

As-of September 30 2004 and September 30, 2003; the Company had $10 mllhon and $38 nnlhon
respectively, of restricted cash included in other current assets and other assets in the Consolidated Balance
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Sheets. This cash.is restricted in use and has been pledged to secure letters of credit, surety bonds and other
purchase guarantees that ensure the Company’s performance or payment to. third parties in accordance with
specified terms and conditions. :

Accounts Receivable ‘ \_

Accounts receivable are recorded net of reserves for sales returns and allowances, and net of provisions
for doubtful accounts. Allowances for sales returns and discounts are based on-an analysis of historical trends,
and allowances for doubtful-accounts are based primarily on.an analysis of the aging. of accounts receivable
balances and on the creditworthiness of the customer as determined by credit checks and analysis, as well -
as the customer’s payment history. o

. Inventory S ‘ IR

Inventory includes goods awa1t1ng sale (ﬁn1shed goods) goods in the course of production (work
in process), and goods to be consumed directly or 1nd1rectly in producnon (raw matenals and supphes)
Inventory is ‘stated at the lower of cost, determined on a first-in, ﬁrst out, basrs or market. Reserves to
reduce the inventory to market value are based on current 1nventory levels h1storlcal usage, and product
hfe cycles for the various inventory types.

Property, Plarit and Equtpment N ‘ ' - e

5 Property, plant and equipment are stated at cost less accumulated deprecxatton Depreciation is determined \‘
usmg ‘a straight-liné ‘method over the estimated useful lives of the various asset classes. Estimated lives’ ‘range /
from three to 10 years for machinery and equipmient, and up to 40 years for buildings. ‘ N

=

Major improvements are capitalized and minor replacements, maintenance and repairs are charged to
expense as incurred. Upon. retirement or disposal of assets, the cost and related accumulated depreciation
are removed from the Consolidated Balance Sheets and any gain or loss is reﬁected in,the Consohdated
Statements of Operations. ‘ ‘

Certain costs of communications software- developed or obtamed for 1nternal use are capitalized and
amortized on a straight-line basis over three to seven years. Costs for general and administrative, overhead,
maintenance and training, as well as the cost of software that does not add functionality to the existing
systemn, .are expensed as incurred. As of September. 30, 2004 and 2003, the Company had unamortized
internal use softwaré costs of $103 million and $86 million, respect1vely '

Goodwill, Other Intangible and Long-lzved Assets

Goodw1ll is the excess of the purchase price over the fa1r values ass1gned to the net assets acqutred in
business combmauons accounted for as purchases. The Company adopted Statement of Financial Accounting
Standards (“SFAS”) No. 142, “Goodwill and Other Intang1ble Assets”. (“SFAS 142”) in October 2001.
Goodwill that was previously amortized on a straight-line basis over the periods beneﬁted, is no longer being
amortized to earnings, but.instead is subject to periodic testing.for impairment. Goodwill of a reporting unit,
which is one level below the Company’s operating segments, is tested for impairment on an annual basis or
between annual tests if events occur or circumstances change 1nd1cat1ng that the fair value of a reporting unit
may be below its carrying amount, Goodw1ll 1mpa1rment is determmed usmg a two step approach in
accordance with SFAS No. 142.

Intan01ble and other long-lived assets are rev1ewed for 1mpa1rment Whenever events such as product
discontinuance; plant closures, product dispositions or other changes in circumstances indicate that the
carrying amount may not be recoverable. In reviewing for impairment, the Company; compares the carrying
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value of such assets to the estimated undiscounted future cash flows expected from the use of the assets and
their eventual disposition. When the vestimate_d undiscountéd future cash flows are less than their carrying
amount, an fimpairment loss is recognized equal to the difference between the assets’ fair value and their
carrying value. ,

‘Investments

'"The Company s investment portfolio as of September 30, 2004 consists prlmanly of investments that are
-generally concentrated in the emerging communications technology industry. These investments are carried at
market value, if readily determinable; or cost, and are included in other assets. Investments that are carried at
market value are reported at fair value with the unrealized gains or losses recorded in other comprehensive income.

During fiscal 2004 and 2003 the Company had investments accounted for under the cost and equity
methods in addition to investments carried at fair value. The Company’s share of earmngs or losses from
equity method investments is recorded in other income (expense), net. All investments are pertodrcally
reviewed for’ 1mpa1rment and a write, down is recorded whenever declines in fair value below carrying value
are consrdered to be other than temporary In makmg this determrnatron the Company considers, among other
factors, sustained decreases in quoted imarket prices and a series of historic and prOJected operating losses by~
the investee. During fiscal 2004 the Company acquired a controlling interest in Avaya GlobalConnect which
was previously accounted for as an equity method investment. As of September 30, 2004 and 2003 the
Company had investments of $9 million and $1O million, respectively. In fiscal 2002, the Company recorded
impairment; charges of $17 million in other income (expense), net related to investments accounted for under
the cost method after the Company determmed the 1nvestments were permanently 1mpa1red '

_ Financial Instruments. -~ - . "

The Company uses various financial instruments, 1nc1ud1ng interest rate swap agreements and foreign -
currency forward contracts, to manage and reduce risk to the Company by generating cash flows which offset
the cash flows of certain transactions in foreign currencies or underlying financial instrunients in relation to
their amount and timing. The Company’s derivative financial instruments are used as risk management tools
and not for speculative or-trading .purposes. These derivatives represent assets and liabilities and are classified
as other current assets or other current liabilities on the accompanying Consolidated Balance Sheets. Gains
and losses on the changes in ‘the farr,values of the Company’s derivative instruments are.included in other
income (expense), net. - ' ' :

As permitted under SFAS No. 133 “Accountmg for Der1vat1ve Instruments and Hedging Activities,”
(“SFAS 133”) the Company has elected not to designate its forward contracts as hedges thereby precluding
the use of hedge accounting for these instruments. Such tréatment could result in a gain or loss from:
fluctuations; in exchange rates related t0 a derivative contract which is different from the loss or gain
recognized: from the underlymg forécasted transaction. However the -Company has procedures to manage
~ risks associated with its ‘derivative ifstruments, which includeé limiting the duration of the contracts, typically
six months'or less, and the amount of the underlymg exposures that can be economlcally hedged. Hlstorrcally,
the ‘gains and losses on these transacnons have not been significant.

Included in the September 30, 2004 and 2003 Consolidated Balance Sheets is the net unamortlzed
balance of $5 million and $16 million, ‘respectively, of a deferred gain which is being recognrzed as a
reductlon to interest expense over the remarmng term to matunty of the Senior Secured Notes. This deferred
gain resulted' from the termination of two interest rates swaps in December 2002. In April 2002, the Company
entered into these interest rate swap agreemetits with a total notional amount of $200 million that qualified
and were desrgnated as fair'value hedges in accordance wrth 'SFAS 133. These arrangements generally involve
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the -exchange of fixed and floating rate interest payments without the exchange of the underlying principal.
Net amounts paid or received are reflected as adjustments to interest expense. The Company recorded the fair
market value of the swaps as other assets along with a corresponding increase to the hedged debt, both of
which were recorded through other income (expense), net. See Note 9 “Derivatives and Other Financial
Instruments” for a further discussion. '

During the first and second quarters. of 2004, the Company entered into a total of five interest rate swap
agreements each having a notional amount of $50 million and a maturity date of April 2009. These interest
rate swap agreements were executed in order to: (i) convert a portion of the Senior Secured Notes fixed-rate
debt into floating-rate debt; (i) maintain a capital structure containing appropriate amounts of fixed- and
floating-rate debt; and (iii) reduce interest payments and expense in the near term. These agreements qualify
and are designated as fair value hedges in accordance with SFAS No. 133, *Accounting for Derivative
Instruments and Hedging Activities.” Under these agreements, the Company receives a fixed interest rate
of 11¥%% and pays a floating interest rate based on the six-month LIBOR (in arrears) plus an agreed-upon
spread of 6.55%, 6.8575%, 6.94%, 6.8% and 6.98%, respectively. The interest rate swaps effectively
converted $250 million of the Senior Secured Notes from fixed rate debt into floating rate debt. Since the
relevant terms of the interést rate swap agreements match the corresponding terms of the Senior Secured
Notes, there is no hedge ineffectiveness. Accordingly, gains and losses on the interest rate swap agreements
fully offset the losses and gains on the hedged portion of the Senior Secured Notes, which are marked to
market at each reporting date, both of which are recorded in other income (expense), net.

During the third and fourth quarters of fiscal 2004, the Company terminated all five of its interest rate
swap agreements. The terminations resulted in a reduction to other liabilities for the removal of the fair
market value of the interest rate swap and cash payments of $2 million representing the loss on termination,
which is being recognized as an increase to interest expense over the remaining term to maturity of the
Senior Secured Notes. The unamortized balance of the loss in included as a reduction to long-term debt.
The Company terminated these interest rate swap agreements as it anticipates further repurchases of the
Senior Secured Notes. ’

The Company also utilizes non-derivative financial instruments including letters of credit and
commitments to extend credit.

Business Restructuring Chafges and Related Expenses

The Company accounts for exit or disposal activities initiated after December 31, 2002, in accordance
with SFAS No. 146, “Accounting For Costs Associated With Exit Or Disposal Activities” (“SFAS 146”).
Prior to December 31, 2002, the Company accounted for its restructuring activities in accordance with
EITF No. 94-3, “Liability Recognition for Certain Employee Termination Benefits and Other Costs to Exit
an Activity (including Certain Costs Incurred in a Restructuring)” (“EITF 94-3”). The principal difference
between SFAS 146 and EITF 94-3 is that SFAS 146 requires that a liability for exit or disposal activities be
recognized when the liability is incurred, whereas under EITF 94-3, a liability was generally recognized at the
date an entity committed to an exit plan.

In accordance with SFAS 146, a business restructuring is defined as an exit activity that includes but is
not limited to a program that is planned and controlled by management, and materially changes either the
scope of a business or the manner in which that business is conducted. Business restructuring charges include
(i) one-time termination benefits related to employee separations, (ii) contract termination costs, and (iii) other
associated costs such as consolidating or closing facilities and relocating employees.

A liability is recognized and measured at its fair value for one-time termination benefits once the plan
of termination is communicated to employees and it meets all of the following criteria: (i) management
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commits to‘a plan of termination, (ii) the plan identifies the number of employees to be terminated, their job
classifications -or functions, locations and the expected completion date, (iii) the plan establishes the terms of
the benefit arrangement, and (iv). it is unlikely that significant changes- to the plan will be made or the plan
will be withdrawn. Contract termination costs include costs to terminate a contract or costs that will continue.
to be incurred under the contract without benefit to the Company. A liability is recognized and measured at
its fair value when the Company either terminates the contract or ceases using the rights conveyed by the
contract. A liability is recognized and measured at its fair value for other associated costs in the period in
which the liability is incurred.

Pension and Postretzrement Benefit Obllgatlons

The Company maintains defined beneﬁt pension plans covering the majonty of its employees which
provide benefit payments to vested participants upon retirement. The Company also provides certain
postretlrement healthcare and life insurance benefits to eligible employees. The plans use different factors,
including age, years of service, and eligible compensation, to determine the benefit amount for eligible
participants. The Company funds its pension plans in compliance with applicable laws. See Note 13 “Benefit
Obligations” for a discussion of amendments made to the Company’s pension and postretirement plans which
froze benefits accruals and additional participation in the plans for its U.S. management employees, effective
December 31, 2003.

Stock Compensation

The Company’s employees participate in stock option plans and employee share purchase plans, which
are described more fully in Note 14 “Stock Compeénsation Plans”. The Company applies the recognition and
measurement principles of Accounting Principles Board (*APB”) Opinion No. 25, “Accounting for Stock
Issued to Employees” (“APB 25”) and related interpretations in accounting for such stock compensation.
Accordingly, no stock-based employee compensation cost related to stock options is reflected in the
Company’siStatements of Operations, as all options granted under the plan had an exercise price equal to or
greater than the market value of the underlying common stock on the date of grant. The Company records
compensation expense for the amortization of restricted stock units issued to employees based on the fair
market value of the restricted stock units at the date of grant over the vesting period, which is typically three
years. The following table illustrates the effect on net income (loss) available to common stockholders and
earnings (loss) per share as if the Company had applied the fair value recognition provisions of SFAS No.
123, “Accounting for Stock-Based Compensation” as amended by SFAS No. 148 “Accounting for Stock-
Based Compensat1on—Trans1t10n and Disclosure.”
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Net mcome (loss) available to common stockholders
\asreported‘..........i ............................. e
Add: Stock-based employee compensat1on expense 1ncluded
in reported net income (loss), net of related tax effects .
(Deduct) add: Total stock compensation (expense) income
determined under the falr value based. method net of
related tax effects ...,

Net income (loss) available to common stockholders,
pro forma ... ...

 Earnings (Loss) per Common Share—Basic:

Asreported ... PRI :

Proforma ............... .. 00 i e 4

‘ Earnmgs (Loss) per Common Share—Dlluted

. As'reported ........ P e R L

Pro forma ........ e U

Year ended September 30,

2004,

2003 _ 2002

(Dollars in millions, except
per share amounts)

$296°

$ (88) $(803)

9 19 14
(31) 20 (49)
$274 $ 49) $(838)
so.ai $(0.23) © $(2.44)
S0.63  (0.13) (2.54)
$0.64 "‘$(0 23)  $(2.44)
060 (0.13)  (2.54)

The falr value of stock options used to compute pro forma net loss resulted in addmonal income in

fiscal 2003 because a substantial number of previously granted options had been forfeited/expired and the
cumulative reversal of pro forma expense related to these options exceeded the pro forma expense related

to the remaining outstanding options. s -

“The fair value of stock options used to compute pro forrna net loss disclosures is the estimated fair
value 'at grant -date usmg the Black- Scholes optlon pr1c1ng model w1th the followmg assumptions:

. WEIGHTED AVERAGE ASSUMPTIONS: . . .
~ Dividend yield ............ R
Expected volatility ...................... T A e
Risk-free interestrate ........................ e
Expected holdmg penod (in years) N, e

Income Taxes

Income taxes are accounted for under the asset and llablhty method Under thls method, deferred tax

Year ended September 30,

2003 2002

2004

.. 0.0% 0.0% 0.0%

73.6% 150% 61.5%
26% 27% 43%

38 3.9

assets and liabilities are recognized for the estimated future tax consequences. attributable to differences

between -the financial statement carrying amounts of existing assets and liabilities and- their respective tax
bases, and operating loss and tax credit carryforwards. Deferred tax assets and liabilities are measured using
enacted tax rates in effect for the year in which those; temporary differences are expected to be recovered

or settled, The effect on deferred tax assets and liabilities of a change in tax rates is recognized in the

Consolidated Statements of Operations in the period that includes the enactment date. A valuation allowance is
recorded to reduce the carrying amounts of deferred tax assets if it is more hkely than not that such assets

will not be realized.
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Other Comprehensive Incomé (Loss)

Other ¢comprehensive income (loss) is recorded directly to a separate section of stockholders’ equity
in accumulated other comprehensive loss and includes unrealized gains and losses excluded from the
Consohdateo Statements of Operations. These unrealized gains and losses consist of. adjustments to the
‘minimum pens1on liability, foreign currency translation, and unrealized losses on securities classified as
available- for-sale The minimum pension 11ab111ty adjustment represents the excess of the addmonal pension
liability over the unrecognized prior service cost

Reclassifications
Certain prior year amounts have been reclassified to conform to the current year presentation.

3. Recent! Accounting Pronouncements : L L

SFAS 132 -

In December 2003, the Financial Accounting Standards Board (“FASB™) issued a revised SFAS No. 132,
“Employers’ Disclosures about Pensions and Other Postretirement Benefits,” (“SFAS 132”) which changed
the disclosure requirements for employers’ pension plans and other postretirement benefit plans, but did not
change the measurement or recognition of those plans required by other related accounting standards. The
disclosure requirements of SFAS 132 were effective for the Company beginning in the second quarter of
fiscal 2004. These disclosures as well as additional annual disclosures required by SFAS 132 have been
included in these financial statements, including information describing the types of plan assets, investment
strategy; measurement date(s), plan obhgatrons and cash ﬂows .

FIN 46-R ‘

In January 2003, the FASB issued Interpretation No. 46, “Consolidation of Variable Interest Entities, an
interpretation of Accounting Research Bulletin No. 51, (“FIN 46”). FIN 46 requires certain- yariable interest
entities to be consolidated by the primary beneficiary of the entity if the other equity investors in the entity
do not have the characteristics of a controlling financial interest or do not have sufficient equity at risk
for the entity to finance its activities without additional subordinated financial support from other parties.

The disclosure and consolidation requirements of FIN 46 for variable interest entities created or acquired
subsequent to January 31, 2003 became effective for financial statements issued by the Company beginning in
the second quarter of fiscal 2003. For variable interest entities created or acquired prior to February 1, 2003,
the consolidation requirements of FIN 46 became. effective for the Company 'in the first quarter of fiscal 2004.
In December 2003, FASB issued a revised interpretation of FIN 46 (“FIN 46-R”), which supersedes FIN 46
and clarifies and expands current accounting guidance for variable interest entities. The Company adopted the
new requirements of FIN 46-R as of March 31, 2004. The adoption of FIN 46 and FIN 46-R did not have a

material effect on the Company’s consohdated results of operatrons ﬁnanc1a1 posmon or cash flows.

4, Goodw1]l and Intanglble Assets

, The Company conducted the required annual impairment review during the fourth quarters of fiscal 2004
and 2003. Updated valuations were completed for all reporting units with goodwill as of: September 30, 2004
and 2003 using a discounted cash flow approach based on forward-looking information regarding market
shares, revenues and costs for each reporting unit as well as appropnate discount rates. For ﬁscal 2004 and
2003 it was determined that no goodwﬂl was 1mpa1red - . o
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The changes in the carrying value of goodwill for fiscal 2004 and 2003 by operating segment are
as follows: ‘ 4

Small and

Enterprise * Medium Avaya

Communications . Business Global
Group ~  Solutions Services Total

, S . _ (Dollars. in millions)

Balance as of September 30,2002 ....................... $118 - %26 $— - $144
Impact of foreign currency exchange rate fluctuations .... — _2 . — 2
Balance as of September 30, 2003 ..... U $118 - S %28 $— $146
Goodwill acquired................. S ROV 34 "4 70 108
Impact of foreign currency exchange rate fluctuations .... — 3 — 3
Balance as of September 30, 2004 ...................... 152 $35 $70  $257

. The fellowing table presents the components of the Company’s acquired intangible assets with finite
lives, which are included in other assets in the Consolidated Balance Sheets. .

September 30, 2004 R September 30, 2003
Gross : Gross
Carrying  Accumulated - Carrying _Accumulated

Amount Amortization Net Amount Amortization Net

. (Dollars in millions)

Existing teéhnology ................................. $28  $26 $2

L=
o)}

$123 $117
Customer and agency relationships ................. 32 2 30 — L — —
Total amortized intangible assets .................... . $60 - 828 . $32 $123 - $117 $6

|
|

During fiscal 2004, the Company wrote off $95 million of fully-amortized existing technology. There was
no net impact to the Company’s financial position, results of operations or cash flows.

During the first quarter of fiscal 2004, the Company acquired $32 million of intangible assets .
representing customer and agency relationships, in connection with the acquisition of Expanets, as described
in Note 5 “Business Combinations and Other Transactions.”

Amortization expense for the Company’s acquired intangible assets with finite lives was $6 million, $12
million and $35 million for fiscal 2004, 2003 and 2002, respectively. Estimated amertization expense for the
succeeding fiscal years is (i) $2 million in fiscal 2005; (ii) $2 million in fiscal 2006; (iii) $1 million in fiscal
2007; (iv) $1 million in fiscal 2008; (v) $1 million in fiscal 2009; and (vi) $14 million thereafter.

In addition, included in other assets in the Consolidated Balance Sheets as of September 30, 2004 and
September 30, 2003 is an intangible asset of $43 million and $63 million, respectively, representing
unrecognized prior service costs associated with the recording of a minimum pension liability in fiscal 2003
and 2002. This intangible asset may be eliminated or adjusted as necessary when the amount of minimum
pension Hability is reassessed, which is conducted at least annually. The decrease in the asset balance is based
on the Company’s remeasurement of its minimum pension liability as a result of the transfer of Connectivity
Solutions employees to CommScope, as discussed in Note 5 “Business Combinations and Other Transactions.”

_ For fiscal 2002, due to a significant downward movement in the U.S. stock market and, in particular,
communications technology stocks, the Company experienced a decline in market value capitalization that
negatively impacted the fair value of the Company’s reporting units. As a result, the Company recorded a
goodwill impairment charge of $44 million as an operating expense in fiscal 2002 related to the SMBS
segment. Accordingly, the Company also recorded a $27 million intangible impairment charge as an operating
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expense in fiscal 2002 to write down the carrying value of these assets to an amount representing their
discounted future cash flows.

5. Business Combinations and Other Transactions

Acquisition iof a Majority. Interest in Tata Telecom

. On Apﬁl 2, 2004, the Company announced an agreement with the Tata Group to acquire its shares of
" Tata Telecom Ltd. (“Tata Telecom”), a'leading voice communications solutions provider:in India, representing
25.1 percent ownership of Tata Telecom. As of the date of the agreement, the Company owned a 25.5 percent
interest in Tata Telecom. Under the terms of the agreement, the Company was required to.pay 220 Rupees per
share. Statutory requirements in India mandated the Company to conduct a public tender offer to purchase, in -
addition, a minimum of 20 percent of the outstanding shares of Tata Telecom at a price of 220 Rupees per.
share. The public tender offer closed in July 2004 with 8.5 percent of the public shares tendering into the
offer. The sale of the shares by the Tata Group and the tendering shareholders closed on August 4, 2004.
Avaya paid a total of $24 million in August 2004 related to this acquisition, of which $17 million was paid to
the Tata Group, $6 million was paid in relation to the public tender offer and Avaya realized a $1 million loss
associated with forward exchange contracts, which were used to hedge foreign currency risk associated with
the acquisition. Following the acquisition of these additional equity interests, the Company now owns 59.1
percent of Tata Telecom: The Comipany changed the name of Tata Telecom to Avaya GlobalConnect (AGC)
and began-consolidating its results on August 4, 2004. In connection with the acquisition of AGC, the
Company has recorded $17 Il'llll]OIl of goodwﬂl

Acquisition ;of Expanets - o S 1

On November 25, 2003, the Company acquired.substantially all of the assets and assumed certain
liabilities of Expanets. Expanets, a subsidiary of Northwestern Corp., was a nationwide prov1der of networked
communications and data products and services to small and mid-sized busmesses and prior to the acquisition
was one of the Company’s largest dealers. The acquisition allows the Company to continue providing quality
sales and service support for Expanets customers and grow its small and mid-sized business. Under the terms
of the asset |purchase agreement; the Company paid a purchase price at ‘the closing of $97 million, consisting
of (i) $55 million in cash paid to Expanets, (ii) $27 million paid to a creditor of Expanets to-satisfy a debt
obligation of Expanets, and (iii) $15 million deposited into an escrow account to satisfy certain liabilities of
Expanets. The results of the Expanets businesses the Company acquired have been included in the Company’s
consolidated financial statements from the date of acquisition on November 25, 2003. During the second.
quarter of fiscal 2004, the Company recorded an additional $2 million in business combination costs. During
the remainder of fiscal 2004, the Company finalized the working capital adjustments with NorthWestern and
paid additional purchase price of $18 million to NorthWestern. .

At the date of acquisition, in accordance with SFAS :No. 141, “Business Combmatlons the Company '
recorded Expanets’ accounts receivables, inventory, liabilities and identified intangibles at estimated fair value
and fixed assets at estimated replacement cost. The remainder of the purchase price in excess of the net assets
acquired was recorded as goodwill. As discussed above, during the remainder of fiscal 2004, the Company
made adjustments to the initial purchase price allocation‘based upon a review of the detailed balances
included in Expanets’ ﬁnancialvs.tatcments.“
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5. Business Combinations and Other Transactions (Continued)

The followmg table summarizes the estimated fair values of the assets acqu1red and llabllmes assumed
as of the acquisition date: ‘
Purchase

Price '

Allocation . K—
L i ) (Dollars in millions) ‘
Cash ................ e e e e e e e e e $ 3
Accounts receivable -........... e e e 50
Inventory ...........c.oo e e i . 21
Other assets .............. T S ' 6 .
Fixed assets .........coovvviiiiiiiinnn, e e e -3
Intangibles ................oL e - 32
Accounts payable ... e e 42)
Termination obligations ...........oiiiiiiiiiiiiiii e (19)
Other Habilities .....ooitiirttt e 37
Net ‘assets from discontinued OPErationNS ........venirneeiiieie i, .. _ 10
Net assets acquired ............... B S B 27
Goodwill ....... e e _ 9%
Purchase pnce ..................................................................... $1 17

Management is responsible for estimating the fair value of the assets and liabilities acquired, and has
conducted due diligence in determining the fair value. Management has made estimates and assumptions that
affect the reported amounts of assets, liabilities and expenses resulting from such acquisitions. Actual results
could differ from these amounts.

Identifiable intangibles consist of $21 million of customer relationships, which are being amortized
over 15 years, and $11 million of agéncy relationships, which are being amortized over 10 years. Customer
relationships represent a database of information that acts as a source of repeat business'for the Company.
he information contained in the database includes the preferences of the customer, along with the history of
services provided to the customer. Agency relationships represent the relationship Expanets had with multiple
phone carriers across the U.S. that the Company assumed. The Company receives a commission for selling
phone services to its customers on behalf of the phone carriers.

Goodwill of $90 million was assigned $19 million to the Enterprise Communications Group (“ECG™)
segment, $66 million to the Services segment, and $5 million to the Small and Medium Business Solutions
(“SMBS”) segment. Of that total amount, $77 million is expected to be deductible for tax purposes over a
15-year pemod

In connectlon with the acquisition, in accordance with EITF No. 95 3 “Recognition of L1ab111t1es in -
Connection with a Purchase Business Combination,” the Company recorded liabilities of $21 million for
termination obligations. The Company has recognized these obhgat1ons as a hab111ty assumed as of the
acquisition date. These termination obligations consisted of $10 million of employee separation costs for
approximately 1,750 employees and $11 million related to the closure of redundant real estate facilities.

The Company completed the severance payments during fiscal 2004 and expects to substant1ally complete

the lease termination obligations by fiscal 2007. During fiscal 2004, the Company reevaluated the costs and
reduced the employee separation liability by $5 million, as the actual costs incurred during the period were less
than the original eStimate, and increased the lease obligation by $3 million, as the actual costs incurred during
the period exceeded the original estimate and sublease recovery assumptions were reduced. These adjustments
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5. Business Combinations and Other Transactions (Continued)

are included in the termination obligations amount in the table above. During fiscal 2004, the Comparry made
cash payments of $11 million. The balance of $8 million as of September 30, 2004 relates to lease obligations.

Sale of a Portzon of Expanets Business

Upon the closing of the Expanets acquisition, the Company decided to sell the Expanets busmesses
that previously distributed other vendors’ products and, accordingly, accounted for this portion of Expanets’
business as a component of discontinued operations. In the first and second quarters of fiscal 2004, the
Company sold, in a series of transactions, certain assets and liabilities attributed to these businesses for an
aggregate consideration of $13 million, $4 million of which was cash consideration and $9 million was in
the form of notes receivable. As of September 30, 2004, the Company had divested this portion of the
Expanets business and had collected $8 million of these notes receivable.

Results from discontinued operations for these businesses include revenue of $8 mﬂhon and loss before
income taxes of $7 million for the year ended September 30, 2004.

The followmg unaudited pro forma financial information presents the Company’s results as if the
Expanets acquisition and the discontinued operations presentation of a portlon of the Expanets busmesses
referred to above had occurred at the beginning of the respective periods:

(Unaudited)
Year ended September 39,
2004 2003
) . . (Dollars in millions):
Revenue ..... e e el S P $4,117 $4,112
Net i0COME (I0SS) .. oevveverereereteeet et e Cevceeee.s. 802790 § (140)
Earnings (loss) per share—basic ....................oooee. e $ 064  $(0.37)
Earnings (loss) per share—diluted ...... e $ 061 , $(037)

These' pro forma results have been prepared for comparatrve purposes only and include certain
adjustments such as the elimination of intercompany revenue and costs, additional amortization expense as
a result of identifiable intangible assets arising from the acquisition, and the removal of items included in
Expanets’ historical results that did not relate to assets or liabilities acquired by the Company. The pro forma
results are not necessarily indicative of the results of operations that actually would have resulted had the -
acquisition been in effect at the beginning of the respective periods or of future results.

Sale of Connectivity Solutions

In January 2004, the Company sold certain assets and liabilities of its Connectivity Solutions business to
CommScope, Inc. (“CommScope”). Accordingly, the Company has accounted for this business as ‘a discontinued
operation. On January 31, 2004, the sale of substantially all of Connectivity Solutions was completed, except for
the sale of certain international operations, substantially all of which occurred during the remainder of fiscal
2004. The Company received $256 million of cash, and 1,761,538 shares of CommScope common stock valued
at $33 million on the closing date. The Company paid $9 million in transaction costs relating to- the sale. Durmg
the second quarter of fiscal 2004, the Company sold all the shares of CommScope common stock and’
recogmzed a pre-tax loss of $5 million, which is included in other i income (expense), net.

The Company recorded an $84 million pre-tax gain from the sale of Connectivity Solutions durmg
fiscal 2004, which is included in income from discontinued operations. In accordance with the asset purchase
agreement between CommScope and the Company, certain liabilities recorded by the Company re]atmg o
Connectivity Solutions employees transferred to CommScope were not assumed by CommScope, but are

I11-54




AVAYA INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

5. Business Combinations and Other Transactions (Continued) -

no longer-obligations of the Company. Therefore, included in the gain is a reversal of $27 million of such
liabilities that primarily represent employee related costs for which the Company no longer has an obligation.

The $84 million"gain also includes the recognition of $32 million of foreign currency translation
adjustments related to the divestiture of Connectivity Solutions’ international operations. A corresponding
decrease has been recorded in the accompanying Consolidated Balance Sheet during the second quarter of
fiscal 2004 through accumulated other comprehensive loss to reflect the realization of foreign currency
translation adjustments upon the liquidation of these foreign operations. These foreign currency translation
adjustments represent the net unrealized gains and losses arising from changes in exchange rates and the
related effect on the translation of assets and liabilities of those international operations.

Listed below are the major classes of assets and liabilities of Connectivity Solutmns that have been sold
and transferred to CommScope during fiscal 2004. ‘
September 30, 2003
(Dollars. in millions)
Assets

Receivables ................ e e U, $ 68
INVENIOTY ...eevneveeiiiieeeiaianenn FETTTT TR e S 142
Property, plant and équipment "............... e 179
OhET @SSELS ... veeneeeteteeet ettt e et ettt FTRTITON P
Total assets ..... P U O OO L $402
Liabilities o | - S
Accounts payable ..... OO PR ' $ 54
Payroll and benefit obhgatlons ....... PR e e e 31 '
Other liabilities ... PR P ‘ .24
Total liabilities .................. O e e $109

Net assets sold ................. e S P . $293
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5. Busineés Combinations and Other Transactions (Continued) - .- -~ . -0,

The followmg table displays revenué and:income before income- taxes, frorn dlscontlnued operations for; -, -
fiscal years. 7004 2003, and 2002 : o . o

e L o e _.“YearendedSeptember.’{O,
A : o L., . _2004 . 2003 2002

[ ] . ,(Dollars in- millions) ,

‘.Rbevenue-fr_om' discontinued eperatiens: e ‘ S
- Connectivity SOlUtions ... ..c.iisiievieringii . ;- 8168, -$542 - $569

- Expanets . ..... PRSI R N B S e 8 = —
Total revenue from d1scont1nued opefations ............ . $176 - $542 $569

*Income before income taxes from dlscontmued operatlons: o
Connectivity Solutions B
- ‘Results of operations ............c.coovvveein... e < 87D $ 49 $ 3

Gainonsale ..ol PR . 84 — =
~ Total income before income taxes for
Connectivity Solutlons S e 13 49 3
Expanets ....... T E T ' ay = —
"~ Total income before income taxes from ' R )
‘discontinued operations ................ e $ 6 $ 49 $ 3

In connectlon with the closmg of the transactlon the Company recogmzed a pens1on and postretn'ement
- curtailment loss of $24 million and a settlement loss of $24 million upon the transfer of pension and

postretirement benefit assets and liabilities to' CommScope, and recorded a corresponding increase of $48 million
to the benefit obligation. These losses were included in income from discontinued operations in the second
quarter of ﬁspal 2004. Upon the transfer of these pension and postretiremént benefit assets and liabilities to
CommScope, an offsetting gain of $48 million was 1écognized and included in the $84 million gain on sale of
discontinued, operations for. the assumption of these liabilities by CommScope. These two transactions resulted in
a net zero impact to income from discontinued operations for fiscal 2004.

As a result of the transfer of Connectivity Solutions employees to CommScope in the second quarter of
fiscal 2004, the Company remeasured its minimum pension liability related to the pension plan for represented
" employees. In accordance with SFAS No. 87, “Employers’ Accounting for Pensions,” the Company recorded
an adjustment in the second quarter of fiscal 2004 of $50 million to decrease the additional minimum pension
liability. This resulted in a $36 million decrease to accumulated other comprehensive loss and a $14 million
decrease to mtanglble assets.

On October 30, 2003, in exchange for the agreement of the International Brotherhood of Electrical
Workers to withdraw numerous pending and threatened grievarnces and arbitration demands against the
Company in connection with the Connectivity Solutions business, the Company agreed to provide a one-time
payment of five thousand dollars per person to certain employees and offer an enhanced retirement incentive
for those employees who were pension eligible as of December 2, 2003. In fiscal 2004, a $5 million charge
was recorded in the Consolidated Statements of Operations. :

Acquisition of Tenows

On October 5, 2004, the Company entered into a Share Purchase Agreement-(the “Share Purchase
Agreement’ ) pursuant to which the Company agreed to acquire all of the issued share capital of Tenovis
Germany GmbH. Tenovis Germany GmbH is the parent company of Tenovis GmbH & Co. KG, a major
European provider of enterprise communications systems and services. Under the terms of the Share
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5. Business Combinations and Other Transactions (Continued)

Purchase Agreement, on November 18, 2004, Avaya paid $370 million in cash and assumed $347 million
in debt, including $68 million related to real estate financing. Additionally, the Company acquired cash and
cash equivalents of $113 million, resulting in a net cash outlay related to the acquisition of $257 million.

Acquisition of Spectel

On October 4, 2004, the Company completed the purchase of Spectel, a world leader in audio and web
conferencing solutions, for approximately $97 million in cash, net of $6 million of cash acquired. The
acquisition enables the Company to continue to expand its capablhtles in conferencmg, Wthh is a core
business communications technology.

Other Transactions

Aircraft Transactions—In the fourth quarter of fiscal 2004, the Company decided to sell its two existihg
corporate airplanes. In November 2004, the Company entered into an operating lease for two new aircraft to
be delivered in the. third quarter of fiscal 2005. In connection with the decision to sell the existing aircraft, the
Company classified its existing aircraft as held for sale, and tested the aircraft for impairment. The Company
determined that the carrying amount of the aircraft exceeded the estimated fair value less costs to sell by $10
million. An impairment charge for this amount is included in the calculation of operating income in the
Company’s fiscal 2004 results to write down the carrying value.

6. Supplementary Financial Information

Statements of Operations Information Year ended September 30,

2004 2003 2002

: i (Dol]aré in millions)
DEPRECIATION AND AMORTIZATION:
INCLUDED IN COSTS: v o . .
Amortization of software development COSIS ...........coveirieniiiiiiieianenen.. $ 28 $25 %20

INCLUDED IN SELLING, GENERAL AND ADMINISTRATIVE EXPENSES: .
Amortization of intangible assets ..ot 6 12 . 35

INCLUDED IN COSTS AND OPERATING EXPENSES:
Depreciation and amortization of property, plant and equipment and internal

use software ,......... e s R PR . 113 134 141

Total depreciation and amortization . ................eiieieiiiiiass e $147 3171 $196
OTHER INCOME (EXPENSE), NET REN
Gain (Loss) on foreign currency transactions ................oeeveevennnennn, e o $ 7 $ ) $ @
Gain on assets sold .................. P B IRt T T RS ' = 14 2
113 (2o A T ) s o= - 19 15 20
Impairment of investments ....................... e e e — — an
Loss on long-term debt extinguishment, net .................ccooviiiiin, .. - (42) (34) —
Lucent securities litigation charge ............... ... — (25) —
MISCEIIANEOUS, TIBE ..ttt tr ettt et ettt e e et e e e et i reaas 1 2 2)

Total other income (EXPENSE), MEL ... .vvvtrvertrs e inneeeernneeeeraineeeaens $(15 $(29) $ 1
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6. Supplementary Financial Information (Continued) - .-

Balancé¢ Sheet Information " Year ended‘Septémber 30,
' t 2004' L2003 2002

(Dollars in l‘l‘lll]lOnS)

VALUATION AND QUALIFYING ACCOUNTS
Allowance for Doubtful Accounts:

Balance at begrnmng of period ..... $13 $ 24 s 53
Charged tocostsandexpenses ............. e 2 16 12 55
Deductions ’. .......................................................... S e (1) _(23) (84
Ba]anceatendofpenod................- .................................. DU $ 17 $ 13 $ 24
Deferred Tax Asset Valuation Allowance: o _ S
Balance at beginning of period "............. ST PRI Ll 3814 $612 - $ 49
Charged to'costs and expenses ........... vl I 17 - 118 ¢ 364
Charged to other accounts ...l ST 09T 93 202
Deductions .."..... SRR i ..... - (82) ® 3
Balance at end of per10d ..... e POUT . $846 8814 $612
__ September'30,

L2004 . . 2003

(Dollars in mx]lmns)

INVENTORY:. T R R
Finished goods AT B R $ 197 $ 198
Workmprocessandrawmaterlals e P T PP 42 66
Total inventory ................cocooviuienns PR et .8 239§ 264
PROPERTY, PLANT AND EQUIPMENT NET: T Sl
Land and 1mprovements .................................. B e . %270 0% 30
Buildings and improvements ... ... . ... R S N S 394 - 361
Machinery and equipment ..... e e e el 58 651
Assets under construction ....................... IDTRE LS S-S UDUIIERIUE SIS CE
Internal use software .............. N P A O S UL SO DU SIS I /o T - 141
" Total property, plant and equipment .............. R i o L178 1,190 -
" Less: Accumulated depreciation and amortization ..... e e W (669)- - (586)
Property, plant and equipment, net ............. e e o 08 309 0§ 604
ACCUMULATED OTHER COMPREHENSIVE LOSS S
- Cumulative translation adjustment ..........00..0.......... e e $ 8¢ % 70
Minimum pension liability, net of tax ...................... ST (915) (749)
. Unrealized holding loss on securities classified as available for sale .............. - 3) —
Accumulated other comprehensive loss ......... e P s 8829 T8 (679)
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Supplemental Cash Flow Information

ACQUISITION OF BUSINESSES

Fair value of assets acquired, net of cash acqu1red ................................
Less: Fair value of liabilities assumed ............. ... oot I,

Acquisition of businesses, net of cash acquired ..................... ...

OTHER PAYMENTS:

Interest payments, net of amounts capitalized of $5 $23 and $42, respectwely
Income tax payments ....................... T

NON-CASH TRANSACTIONS:

Issuance of common stock for contribution to pension plan .......................
Issuance of common stock for Lucent Shareowner Settlement ....................
Investment in eqUity SECUTLIES .. ... \.uttn ettt e

CommScope common stock received in connection with Connectivity

SOlUtions Sale . ... e
Notes received as part of the sale of Expanets’ non-Avaya business ........ L .
Issuance of common stock in connection with the LYONs Exchange Offer .......
Warrants to purchase common stock issued in LYONs Exchange Offer ...... L
Accretion of Series B preferred stock ............. .
Book value of converted Series B preferred stock ...
Conversion charge related to Series B preferred stock .....................oooon.
Issuance of common stock in connection with the Warburg transactions .......... )
Deferred taxes on StOCK OPLIONS . ..... .t iin ittt

Total non-cash transactions ................... . O
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Year ended September 30,

2004 2003 2002

(Dollars in millions)

$ 262 $— $ 8
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S128 $— § 6

$ 61 $52 § 8
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7. Business Restructuring Reserve

The business restructuring reserve reflects the remaining balance associated with the business | .
restructurmg‘charges recorded in fiscal 2000 through 2002 in accordance with EITF 94-3. The foIlowmg
table summarizes the Status of the Company’s business restructuring reserve and other related expenses
during fiscal 2004 and.2003:

Business Restructuring Reserve

. ., . Total ‘
-Employee Lease " Business Other
Separation -  Termination Restructure - - Related :
Costs ' Obligations .. Reserve . _ Expenses TOTAL
: . (Dollars in millions)

Balance as of September 30, 2002 ...... $68 - $102 ' $170 S — $170
Charges ...... e e .= o= — 16 16
Reversals .........ccocooiiiiiiiiiiiinn, (19) » (2) (21) R @2
Cash payments .......................... _(45) _(38%) CE) R 1)) _(99)
Balance as of September 30, 2003 ...... $ 4 S $e62 $ 66 L. ' %8— 366
Reversals . ......ouiiieiiiiieeiiiinnnns ) L My —_— NS
Cash payments ...................... NG (2D _(24) - L 4
Balance as of September 30,2004 ...... s —= $ 41 84 $—~ '$ 41
Fiscal 2004

During fiscal 2004, the Company recorded cash payments of $24 m11110n pnmarlly related to lease
termrnatlon obligations. . »

Fiscal 2003

During [fiscal 2003, the Company recorded reversals to income of $21 million primarily‘attributable to
fewer involuntary employee separations than originally anticipated. Additionally, in fiscal 2003 the Company
incurred $16 million in other rélated expenses associated with the fourth quarter of fiscal 2002 restructuring
initiative. These expenses were primarily attributable to information technology (“IT”) costs incurred. to
relocate the development of certain IT applications to India. '

111-60




AVAYA INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Contmued)

8. Long-Term Debt
Debt outstanding consists of the following:

September 30,
2004 ’ 2003

(Dollars in millions)

* Current portion of long-term debt:

LYONSs convertible debt, net of dlscount ............ L T o ' $297 $ —
Other current debt ......... O U s e 2 —
Totalcurrentporuonoflong-termdebt .......... ‘ 299 —

Long-term debt:

LYONSs convertible debrt, netofdlscount......‘..............,..................v — 287.
11%% Serior Secured Notes net of discount, premium and net deferred gam )

on interest rate swap ... [P TTORURR J P o 294(1) 666(2)
Total long-term debt .......ovotiori it e 204. 953

Total debt ........ ...l e e S $593 $953

(1) The carrying value of the 11/4% Senior Secured Notes due April 2009 (“Senior Secured Notes™) as
of September 30, 2004 of $294 million is comprised of the aggregate principal amount outstanding of
$284 million increased for $5 million of unamortized premium, net of discount and the net unamortized
deferred gain of $5 million related to the termination in December 2002 and June 2004 of the Company’s
interest rate swap agreements that were entered into during fiscal years 2002 and 2004, respectively.
Upon termination of both of the 2002 interest rate swap agreements, the Company received cash
proceeds of $19 million, which was recorded as a deferred gain that is being amortized as a reduction
to interest expense over the remaining term of the Senior Secured Notes. Upon ‘termination of the 2004
interest rate swap agreements, the Company made cash payments of $2 million, which was recorded
as a deferred loss that is being amortized as an increase to interest expense over the remammg term of
the Senior Secured Notes.

(2) The carrying value of the Senior Secured Notes as of September 30, 2003 of $666 million is comprised
. of the aggregate principal amount outstanding of $640 million increased for $10 million of unamortized
premium, net of discount, and the unamortized deferred gain of $16 million related to the termination the
Company’s interest rate swap agreements in December 2002.

See below for a detailed discussion of actions the Company has taken in the first quarter of ﬁscal 2005
related to its long- -term debt.

Senior Secured Notes

In March 2002, the Company issued through an underwritten public offering $440 million aggregate
principal amount of Senior Secured Notes and received net proceeds of approximately $425 million, net
of a $5 million discount and $10 million of issuance costs. In May 2003, the Company sold an additional
$200 million aggregate principal amount of Senior Secured Notes, at a price of 108% of par, resulting in net
proceeds of approximately $212 million, which included approximately $2 million in accrued interest and a
$16 million premium, partially offset by $6 million of .issuance costs. Interest on the Senior Secured Notes
is payable on April 1 and October 1 of each year.

The Company may redeem the Senior Secured Notes, in whole or from time to time in part, at the
redemption prices expressed as a percentage of the principal amount plus accrued and unpaid interest to the
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AVAYA INC. AND SUBSIDIARIES
NOTES TO C@NS@ILHDATED_ FINANCIAL STATEMENTS (Continued)

8. Long-Term Debt (Continued)

applicable redemption date, if redeemed during the twelve-month period beginning on April 1 of the following
years: (i) 2006 at 105. 563%; (ii) 2007 at 102.781%; and (iii) 2008 at 100.0%. The Company may redeem the
Senior Secured Notes before April 1, 2006 at a redemption price of $111 125 per note.

. During the second quaner of 2004, the Company redeemed, with net proceeds of sales of common stock,
$224 million aggregate principal amount of its outstanding Senior Secured Notes at a price of 111.125% per
note, or $249 million in the aggregate, resulting in a premium of $25 million paid upon redemption. The
Company uged the entire net proceeds received from the sale in February 2004 of approximately 14 million
shares of the Company’s common stock to redeem these notes (see Note 10 “Convertible Participating
Preferred Stock and Other Equity Transactions”). The Company recognized a loss on the early redemption
of $21 million, which is included in other income. (expense), net. The $21 million loss consists of (i) the
$25 million redemption premium, (i) the write-off of $5 million of deferred financing costs, offset partially
by the recognition of (iii) $4 million of unamortized net premium recorded at the time of the orlgmal debt
issuances, and (iv) the recognition of a $5 million deferred gain related to the termination in December 2002
of .the Company’s interest rate swap agreements. Upon redemption of these notes, the Company paid interest

-of $12 million, which had accrued from October 1, 2003 through March 19, 2004. '

During the third quarter of fiscal 2004, the Company repurchased in the open market $132 million
aggregate principal amount of its Senior Secured Notes in a series of open market transactions. The Company
used a total of $155 million i in cash to. repurchase these notes, and recognized a pre-tax loss of $21 million,
which is included in other i income (expens€), net. The $21 million loss consists of (i) $23 million of open
market _premiums on the repurchases (i) the write-off of $3 million of deferred financing costs, offset partially
by the recognmon of (iif) $2 million of unamortlzed net premium recorded at the time of the original debt
issuances, and (iv) the recognition of a $3 mﬂhon ‘deferred gain related to the terminations in December 2002
and June 2004 of certain of the Company’s 1nterest Tate swap agreements. Upon the repurchase of these
notes, the Company paid 1nterest of $3 million, whrch had accrued from April 1, 2004 through the dates
of the repurchases

On November 1, 2004, the Company commenced a cash tender offer for any and all of its Senior
Secured Nates and a consent solicitation to amend the related indenture as described below. The offer included
an early consent date of November 15, 2004, and expired on December 1, 2004. The consideration for each
$L,000 pnncrpal amount of Senior Secured Notes validly tendered by the early consent date and not validly
withdrawn and accepted for payment was $1, 158 95 which included a consent payment of $30 per $1,000
pnncrpal amount.

As of ithe early consent date holders tendered $271 million aggregate: pr1nc1pa1 amount of Senior Secured
Notes, and" recelved $314 million in cash. An additional $100,000 principal amount was tendered prior to
December 1 2004, and cash of $113,000 was paid. Upon repurchase of the notes, the Company paid interest
of $4 million, which had accrued from October 1, 2004 through November 15, 2004. Following these
transactions, there were $13 million aggregate principal amount of the Senior Secured Notes outstanding.

As a result of the. cash tender offer, the Company recognized a pre-tax loss of $41 million, which will be
+ included in other income-(expense), net for the- first quarter of fiscal 2005. This loss consists of (i) $43 million
~of premiums on the repurchase, (ii) the write-off of $5 million of deferred financing costs and (iii) $1 million
of fees, partlally offset by the recognition of (iv) $4 million of unamortized net premium recorded at the time
of the original debt issuances, ard (v) $4 million deferred gain related-to the interest rate swaps.

As of November 15, 2004, the Company received the requisite consents-with respect to the consent
solicitation for the adoption of certain proposed amendments, to the indenture. On November 16; 2004, the
Company and the trustee for the -Senior Secured Notes executed a supplemental indenture, which eliminated
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substantially all of the restrictive covenants, the: reporting requirements and certain events of default from the

indenture. Additionally, the supplemental indenture eliminated the requirement under the indenture to provide
security for the Senior Secured Notes and accordingly, the Company’s obligations under the Senior Secured
Notes that remain outstanding are unsecured.

LYONs Canvertzble Debt

In the first quarter of fiscal 2002, the Company sold through an underwr1tten public offering under
a shelf registration statement an aggregate principal amount at maturrty of $944 million of Liquid Yield
OptronTM Notes due 2021 (“LYONs”). The proceeds of $448 million, net of a $484 million discount and
$12 miillion of underwriting fees, were used to refinance a portion of the Company’s outstanding commercial
paper. The underwriting fees of $12 million were recorded as deferred financing costs and are being amortized
to interest expense over a three-year period through October 31, 2004, which represents the first date holders
may require the Company to purchase all or a portion of their LYONs.

The original issue discount of $484 million accretes daily at a rate of 3.625% per year calculated on
a semiannual bond equivalent basrs The Company does not make’ perrodlc cash payments of interest on the
LYONs. Instead, the amortization of the discount is recorded as mterest expense and répresents the accretion
of the LYON issue price to their maturity value. The discount will cease to accrete on the, LYONs upon
maturity, conversion, purchase by the Company at the option of the holder, or redemption by the Company.
The LYONs are unsecured obligations that rank equally in rlght of payment w1th all existing and future
unsecured and unsubordinated indebtedness of the Company

Interest expense related to the amortization of the discount on the LYONs amounted to $10 million,
$14 million and $16 million for fiscal 2004, 2003 and 2002, respectively. In addition, interest expense related
to the amortlzatlon of deferred financing costs on the LYONs amounted to $2 mrlhon $4 mrllron and $4
million in ﬁscal 2004, 2003 and 2002, respectively. : S

In December 2002, the Company, together with Warburg Pmcus Equity Partners L.P. and afﬁhated
investment funds (the “Warburg Entities”), commenced an exchange offer to purchase up to $661 million
" aggregate principal amount at maturity, or 70%, of the Company’s outstanding LYONs (the “Exchange -
Offer”). Under the terms of the Exchange Offer, holders of LYONs could elect to receive, for each $1,000
aggregate pr1nc1pa1 amount at maturity of LYONSs exchanged either (i) $389.61 in cash (the “Cash
Consideration™).or (ii) a combination of $208.40 in cash plus 77 shares of the Company $ common stock
(the “Mixed Con51derat10n ).

Avaya and the Warburg Entities entered into a Backstop Agreement as amended (the “Backstop
Agreement”), which contains the terms relating to the Warburg Entities’ participation in the Exchange Offer.
Under the terms of the Backstop Agreement, the Company granted the Warburg Entities series C warrants
described in Note 11 “Eammgs (Loss) Per Share of Common Stock,” and reduced the exercise price of
5,581,101 of the 6,724,665 series A warrants held by the Warburg Entities to $0.01 per share. In January
2003, followmg the completion of the Exchange Offer, the Warbu_rg Entities exercised the 5,581,101 series A
warrants for aggregate cash consideration of $55,811 and converted the LYONS they acquired in the Exchange
Offer into shares of the Company’s common stock, as described below. - ‘

In January 2003, the Exchange Offer expired and an aggregate principal amount at maturity of LYONSs of
$84,426,000, representing 8.9% of the outstanding LYONS, or $43 million in carrying value, was tendered. Of
these LYONS, $84,416,000 aggregate principal amount at maturity were tendered for the Mixed Consideration
and $10,000 aggregate principal amount at maturity were tendered for the Cash Consideration. In exchange
for the LYONs accepted in the Exchange Offer, the Warburg Entities paid an aggregate amount of $18 million
in cash and the Company delivered 6,500,032 shares of its common stock. The Company delivered an
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" additional 1 ,588,548 shares of its common stock to the Warburg Entrtles upon conversion of LYONs acqurred ‘
- by them in the Exchange Offer. : - ,

_ In the second quarter of fiscal 2003, the Company recognized in the Consolidated Statements of
Operations a pre-tax charge of $36 million for the loss on long-term debt extinguishment related fo the
. Exchange Offer, which was included in other income (expense), net. This charge reflects a $26 million loss .
related to the retirement of LYONs and $10 mllllon of expenses related to (i) serles C warrants issued to
the Warburg Entities; (ii) common stock issued to the Warburg Entities; (iii) transaction costs; and (iv) the
unamortized deferred financing costs from the or1g1na1 issuance of LYONs that' were retired. '

Durmg fiscal 2003, the Company repurchased $310 million aggregate principal . amount at matumy of

- LYONS, or $160 million in carrying value, in a series of open market transactions. The Company used.a total

" of $156 mrlhon in cash to repurchase these LYONs. The Company recogmzed a pre-tax gain of $2 million,
net of the write-off of deferred financing costs related to the LYONs repurchased

As of September 30, 2004, the - outstandlng LYONSs are convertible into an aggregate of 20 557 415
shares, all of which are reflected in the diluted share calculations for fiscal 2004, as more fully described in
Note 11, “Earnmgs (Loss) Per Share of Common Stock,” to the accompanying consolidated financial
statements. Based on the apphcable conversion tate of 37.4437 shares of the Company’s common stock per
LYON, if the trading price. of the common stock exceeds $14.50 per share on or about December 20, 2004,
the Company expects, that many holders of LYONs will convert their LYONSs into common stock. Upon "
conversion, ithe holder will not receive any cash: payment representing accrued original igsue discount. Accrued .
original issue discount will be ‘considered pa1d by the shares of common stock recerved by the holder of the
LYONs upon conversion.

The conversion rate may be adjusted in certain circumstances as stated in the mdenture The Company
and the trustee under the 1ndenture governing the LYONs may modify or amend the LYONs or the indenture
with the consent of the holders of not less than a majority in aggregate principal amount at maturity of the
LYONs then outstanding. However, the consent of the holders’ of each outstanding LYON would be required
to make certain changes to the terms of the indenture and the LYONS, including any change that adversely
affects the rights of a holder to. convert a LYON. The indenture governing the LYONS includes certain
covenants, mcludmg a limitation on the Company’s ability to grant liens on significant domestrc real estate
properties or the stock of its subsididries holding such propertres

The Company may redeem all or a portlon of the LYONSs for cash at any time on or after October 31 ‘
2004 at a price equal to the sum of the issue price and accrued original issue discount on the LYONs as of
the applicable redemption date. Conversely, holders may require the Company to purchase all or a portion of
their LYONs on October 31, 2004, 2006 and 2011 at a price per LYON of $542 95, $583.40 and $698.20,
respectlvely Original terms of the LYONs agreement allowed the Company to, at its option, elect to pay the
purchase price in cash or shares of common stock, or any combination thereof.

On October 31, 2004, 238 LYONs were put.to the Company for an aggregate redemptlon prlce of
$129,000. On November 18, 2004, the Company announced that it will. redeem for cash all of the outstanding
LYONs on December 20, 2004. As provided pursuant to the indenture governing the LYONS, the redemption
price is $545.67 per $1,000 principal amount at maturity of LYONs. The aggregate redemption price for all
LYONs outstanding on November 18, 2004 was $299 million. Each LYON is convertible at any time at the
option of the holder into 37.4437 shares of Avaya common stock. To the extent any holders elect to convert
their LYONSs into shares of the Company’s common stock prior to the redemption date, the amount of cash
required to satisfy' the redemption will be reduced. If all currently ottstanding LYONs were converted into
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shares of common stock, an additional 20,548,503 shares would be reflected in the Company’s diluted share
calculation starting in the first quarter of fiscal 2005.

- Fair Value of lx)ng-Terth Debt

The following table. summariies the number of outstanding LYONSs and senior secured notes, their
aggregate carrying value, and their related fair market values as of September 30, 2004 and 2003:

September 30,
2004 2003

Number Number
of Notes Carrying Fair of Notes Carrying Fair
QOutstanding _ Value  Value OQutstanding  Value  Value

. ‘ ‘ (Dollars in millions)
LYONs ..o 549,022 $297  $307 | 549,022 $287  $305
Senior Secured Notes............. 284,395 $289  $330 640,000 $650 $742

In addition to the items in the table above, long-term debt at September 30, 2004 includes $5 million of
net unamortized deferred gain related to the termination of the interest rate swap agreements and $2 million
other debt, primarily related to AGC. Long-term debt at September 30, 2003 included $16 million related to
the termination of the previous interest rate swap agreements.

The carrying value of the debt instruments listed above reflects the aggregate principal amount
outstanding adjusted for the unamortized discount and premium related to each debt security.

The fair market values of the debt instruments listed above are based upon quoted market prices and
yields obtained through independent pricing sources for the same or similar types of borrowing arrangements
taking into consideration the underlying terms of the debt.

Subsequent to September 30, 2004, the Company repurchased $271 million in aggregate principal amount
of the Senior Secured Notes for $314 million.

Credit Facility Amendments

On April 30, 2003, the Company amended and restated its Five-Year Revolving Credit Facility
Agreement (the “credit facility”) with a syndicate of banks (the “Lenders,” with Citibank, N.A. (“Citibank™)
acting as agent. Under the credit facility, the maximum amount of borrowings that may be outstanding is
$250 million. As of September 30, 2004 and 2003, there were no amounts outstanding under the credit

facility. The credit facility expires in September 2005.

Loans under the credit facility bear interest at or (i) the London Interbank Offered Rate (“LIBOR™) plus
a margin based on the public debt ratings and the utilization fee in effect or (i) the higher of (a) Citibank’s
base rate or (b) the Federal Funds rate plus one-half of one percent, in either case plus a margin based on the
public debt ratings and the utilization fee in effect. For loans based on the LIBOR rate, interest is payable on
the last day of each applicable interest period, or the date of any payment or prepayment of such loans. For
loans based on the Alternate Base Rate (as defined therein), interest is payable quarterly. Loans under the
credit facility may 'be prepaid and re-borrowed at any time and are due in full in September 2005. Facility
fees are calculated at per annum rates ranging from 0.00% to 0.50% based on the Company’s public debt
ratings, applied to the commitment amount of each Lender (whether used or unused) of the credit facility
- and are payable quarterly.

The credit facility contains affirmative and restrictive covenants Avaya must comply with, including:
(a) maintaining a minimum amount of earnings before interest, taxes, depreciation and amortization, or
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EBITDA, adjusted for exclusions for certain business restructuring charges and related expenses and non-cash
charges, orladjusted EBITDA, (b) maintaining a minimum ratio of adjusted EBITDA to interest expense,

(c) limitatidns on the incurrence of indebtedness, (d) limitations on investments and (e) restrictions on the
payment of dividends. As of September 30, 2004, the Company believes that it was in comphance with all

of the covenants included in the credit facility. ‘ :

The Company and the Lenders have amended the credit facility in January 2004 and October 2004 at
different times generally to provide additional flexibility to make acquisitions and repurchase debt facilities
outstanding indebtedness. The credit facility permitted the Company to use up to $500 million in cash to
prepay or repurchase long-term debt (other than the LYONSs) so long as the Company holds unrestricted
domestic cash and marketable securities of at least $400 million immediately before and after such
prepayment or repurchase. The Company used $249 million of this amount to redeem 35% of the Senior
Secured Notes in March 2004 and $155 million of this amount to repurchase additional Senior Secured
Notes in the third quarter of fiscal 2004. As of September 30, 2004, the Company had the ability to use
an add1t10nal $96 million in cash to repurchase long-term debt (other than LYONs). The Company and
the Lenders recently amended the credit facility to provide that Avaya may use up to $360 million for all
debt prepayments or repurchases after September 30, 2004. During November 2004, the'Company used
$314 million of this-amount to repurchase Senior Secured Notes, leaving $46 million remammg after such
time for prepayments or repurchases.

The credit facility provides that from and after the first date that the Company repurchases debt in
accordance: with the terms of the credit facility or makes an acquisition for a purchase price of $100 million
or more, the Company is required to have had positive free cash flow for the four fiscal quarters most recently
then ended/and maintain positive free cash flow for each four quarter period thereafter. Free cash flow is
defined under the credit facility as net cash provided by (used in) operating activities less capital expenditures
and dividends. As a result of the redemption of the Senior Secured Notes described above, the Company was
required to: comply with this covenant as of September 30, 2004.

The credrt facility currently provrdes that the Company may use up to $1 billion in cash and assumed
debt for acqu1smons completed after September 30, 2004, provided that the Company complies with certain
financial covenants. On October 4, 2004, the Company used. approximately $103 million in cash to complete
the purchase of all of the issued share capital of Spectel. Additionally, on November 18, 2004, the Company
used $370 million in cash .and assumed debt of $347 million to complete the purchase of all of the 1ssued
share capital of Tenovis. :

Amounts outstanding under the credrt facrlrty are secured by a security interest in all of the assets
of the Company and certain subsidiaries as well as pledges of the equity interests in certain of the Company s
subsidiaries. »

9, ]Dernvatnves andl @fuher Frnaneraﬂ I[nstrnments

The Company conducts its busmess ona multr national basis in a wrde variety of forergn currencies
and, as such, uses derivative financial instruments to reduce earnings and cash flow volatility associated with
foreign-exchange rate changes. Specifically, the Company uses foreign currency forward contracts to mitigate
the effects iof fluctuations of exchange rates associated with certain existing assets and liabilities that are -
denominated in non-functional currencies and, from time to time, to reduce anticipated net foreign currency
cash flows: resultmg from normal business operations. In addition, the Company uses interest rate swap -
agreements to manage its proportion of fixed and floating rate debt and to reduce interest expense.

The Company engages in foreign currency hedging activities to reduce the risk that changes in exchange
rates will adversely affect the eventual net cash flows resulting from the sale of products to foreign customers
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and purchases from foreign suppliers. The Company believes that it has achieved risk reduction and hedge
effectiveness because the gains and losses on its derivative instruments substantially offset the losses and
gains on the assets, liabilities and transactions being hedged. Hedge effectiveness is periodically measured
by comparing the change in fair value of each hedged foreign currency exposure at the applicable market
rate with the change in market value of the corresponding derivative instrument.

Recorded Transactions

The Company utilizes foreign currency forward contracts primarily to manage short-term exchange
rate exposures on certain receivables, payables and loans residing on foreign subsidiaries’ books, which are
denominated in currencies other than the sub51d1ary s functional currency. When these items are revalued into
the subsidiary’s functional currency at the month-end exchange rates, the fluctuations in the exchange rates
are recognized in earnings as other income (expense), net. Changes in the fair value of the Company’s foreign
currency forward contracts used to offset these exposed items are also recognized in earnings as other income
(expense), net in the period in which the exchange rates change. For the fiscal years ended September 30,
2004, 2003 and 2002, the changes in the fair value of the foreign currency forward contracts were
substantially offset by changes resulting from the revaluation of the hedged items.

Forecasted Transactions

From time to time, the Company uses foreign currency forward contracts to offset certain forecasted
foreign currency transactions primarily related to the purchase or sale of product expected to occur during the
ensuing twelve months. The change in the fair value of foreign currency forward contracts is recognized as
other income (expense), net in the period in which the exchange rates change. For fiscal 2004 and 2003, these
gains and losses were not material to the Company’s results of operations. As permitted under SFAS 133, the
Company has elected not to designate its forward contracts as hedges thereby precluding the use of hedge
accounting for these instruments.

The notional amount of the Company’s financial instruments represents the face amount of the
contractual arrangements and the basis on which U.S. dollars are to be exchanged. They are not a measure
of market or credit exposure. The notional amount as of September 30, 2004 and 2003 of the Company’s
foreign currency forward contracts were $558 million and $407 million, respectively. In fiscal 2004, these
notional amounts principally represent the equivalent in U.S. dollars for contracts in euros of $282 million,
British pound sterling of $171 million, Canadian dollars of $27 million, Singapore dollars of $22 million,
Japanese yen of $13 million, Mexican pesos of $12 million, Hungarian forints of $10 million and other
foreign currencies of $21 million. In fiscal 2003, these notional amounts principally represent the equivalent
in U.S. dollars for contracts in euros of $229 million, British pound sterling of $127 million, Mexican pesos
of $12 million, Canadian dollars of $10 million, Japanese Yen of $8 million, Singapore dollars of $7 million
and other foreign currencies of $14 million. *

Fair Value

The carrying amounts of cash and cash equivalents, accounts receivable, accounts payable and accrued
liabilities approximate fair value because of their short-term maturity and variable rates of interest.

As of September 30, 2004 and September 30, 2003, the estimated fair values of the Company’s foreign
currency forward contracts are included in the Balance Sheet as other assets of $8 million and $13 million,
respectively. The estimated fair values of these forward contracts were baséd on market quotes obtained
through independent pricing sources.
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Interest Rate Swap Agreements

During the first and second quarters of 2004, the Company entered into a total of five interest rate swap
agreements each having a notional amount of $50 million and a maturity date of April 2009. These interest
rate swap agreeiments were executed in order to: (i) convert a portion of the Senior Secured Notes fixed-rate
debt into floating-rate debt; (ii) maintain a capital structure containing appropriate amounts of fixed- and
floating-rate (debt; and (iii) reduce interest payments and expense in the near term. These agreements qualified
and were designated as fair value hedges in accordance with SFAS No. 133, “Accounting for Derivative
Instruments and Hedging Activities.” Under these agreements, the Company received a fixed interest rate of
11'4% and paid a floating interest rate based on the six-month LIBOR (in arrears) plus an agreed-upon spread
of 6.55%, 6.8575%, 6.94%, 6.8% and 6. 98%. The interest rate swaps effectively converted $250 million of the
Senior Secured Notes from fixed rate debt into floating rate debt. Since the relevant terms of the interest rate
swap agreements matched thé correspondmg terms of the Senior Secured Notes, there was no hedge
ineffectiveness. Accordmgly, gains and losses on the interest rate swap agreements fully offset the losses and
gains on the hedged portion of the Senior Secur_e_d Notes, which were marked to market at each reporting
date, both of which were recorded in other in_éorne (expense), net.

During Ithe third and fourth quarters of fiscal 2004, the Company terminated all five of its interest rate swap
agreements. The terminations resulted in a reduction to other liabilities for the removal of the fair market value
of the interest rate swap and cash payments of $2 million representing the loss on termination, which is being
recognized as an increase to interest expense over the remaining term to maturity of the Senior Secured Notes.
The unamortized balance of the loss is included as a reduction to long-term debt. The Company terminated these
interest rate swap agreements as it anticipated further repurchases of the Senior Secured Notes.

Non-Derivative and Oﬂ-Balance-Sheet Instruments

Requests for providing commitments to extend credit and financial guarantees are reviewed and approved
by senior management. Management regularly reviews all outstanding commitments, letters of credit and
financial guarantees, and the results of these reviews are considered in assessing the adequacy of the
Company’s reserve for possible credit and guarantee losses. See Note 17 “Commitments and Contingencies”
for the disclosure of these 1tems

190. Comvemble Partrcrpatmg Preferred Stock and Other Equrty Transactions
Warburg Transactions

Convertible Partncrpatmg Preferred Steck

In October 2000, the Company sold to the Warburg Entities four million shares of the Company’s
Series B convertible participating preferred stock and series A and series B warrants to purchase the
Company’s common stock for an aggregate purchase price of $400 million.

In March 2002, the Company completed a series of transactions pursuant to which the Warburg Entities
acquired 53 million shares of Avaya common stock by (i) converting all four million shares of the Series B
preferred stock into 38,329,365 shares of the Company’s common stock based on a conversion price of
$11.31 per share, which was reduced from the original conversion price of $26.71 per share, (ii) exercising
286,682 wairants at an exercise price of $34.73 per share resulting in gross proceeds of $10 million, and
(iii) purchasing 14,383,953 shares'of. the Company’s common stock for $6.26 per share, which was the
reported closing price of Avaya’s common stock on the New York Stock Exchange on March 8, 2002,
resulting in/gross proceeds of $90 million. In connection with these transactions, the Company incurred
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approximately $4 million of transaction costs, which were recorded as a reduction to additional paid-in
capital: Following these transactions, there were no shares of Series B preferred stock outstanding.

The conversion of the Series B preferred stock and the exercise of the warrants resulted in a charge to
accumulated deficit of approximately $125 million, which primarily represented the impact of reducing the
preferred stock conversion price from $26.71 per share to $11.31 per share. The Company also recorded as
a reduction to accurnulated deficit a total of $12 million and $27 million of accretion for the period from
October 1, 2001 through the date of conversion and for fiscal 2001, respectively.

Warrants to Purchase Common Stock

In consideration of their agreement to participate in the LYONs Exchange Offer, in December 2002, the
Company granted the Warburg Entities series C. warrants that have a four-year term and are exercisable for an
aggregate of 7,355,824 shares of Avaya common stock at an exercise price of $3.50 per share. The fair value
of these warrants was estimated to be $5 million and was included in additional paid-in capital. During the
second quarter of fiscal 2003, upon completion of the Exchange Offer, the Company recognized the cost of
these warrants as a commitment fee and recorded the amount in loss on long-term debt extinguishment, net,
which is a component of other income (expense), net.

As of September 30, 2004, the Warburg Entities hold warrants to purchase the following additional shares
of the Company’s common stock:

Warrants Number of Shares Exercise Price Expiration Date

Series A .ooeiieii 1,143,564 $34.73 October 2, 2004*

Seriess B ...l 5,379,732 $34.73 - October 2, 2005

Series C ..ovviiiiiii 7,355,824 $ 3.50 December 23, 2006
| 13,879,120

* Expired unexercised

Other Equity Transactions

In September 2004, the Company paid $24 million of its common stock to fund its portion of the Lucent
securities litigation settlement (see Note 17 “Commitments and Contingencies”). The payment was funded
with a combination of 221,882 shares of treasury stock and 1,600,303 shares of newly issued common stock.

During the third quarter of fiscal 2004, the Company made a voluntary contribution of $111 million
of its common stock to fund its U.S. pension plan (see Note 13 “Benefit Obligations”). The contribution
was funded with a combination of 2,448,602 shares of treasury stock and 4,510,646 shares of newly issued
common stock. As of the date of the contribution, the treasury stock had a carrying value of $27 million.
The difference between the $27 million carrying value and the $39 million fair value of the treasury stock
contributed was recorded as an increase to additional paid-in capital.

In February 2004, the Company sold 14,039,481 shares of its common stock for $17.85 per share in a
public offering. The Company received proceeds of $249 million, net of $2 million of underwriting discounts
and commissions, which have been recorded as a reduction to additional paid-in capital. The Company used
the entire net proceeds to redeem a portion of its outstanding Senior Secured Notes (see Note 8 “Long-
Term Debt™).
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In September 2003, the Company sold 34,500, OOO shares of common stock for $10.20 per share in a
pubhc offering. The .Company received proceeds of $349 million, which was net of $3 million of underwrltmg
dlscounts and commissions reflected as a reduction to additional paid-in capital.

In March 2002, the Company sold 19,550,000 shares of -common stock for $5 90 per share in a pubhc
offering. The Company received proceeds of $112 million, which was net of $3 m11110n of underwriting fees
reflected as a reduction to additional paid-in capital.

11. Earnings (Loss) Per Share of Common Stock

Basic earnings (loss) per common share is calculated by dividing net incorme’ (loss) available to common
stockholders by the weighted average number of common shares outstanding during the period. Diluted
earnings (loss) per common share is calculated by adjusting net income (loss) available to common
stockholders and weighted average outstanding shares, assuming conversion of all potentially dilutive
securities including stock options, restricted stock units, warrants, and convertible debt:
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Year Ended September 30,

2004 2003

2002

(Dollars in millions, except
per share amounts)

' Earnings (Loss) Per Common Share—Basie:

Income (loss) from continuing operations available to common stockholders ..... $291  $(128) §$(814)
Income from discontinued OPErations «........cvveeeiiinnnnnn. e e 5 - 40 11
Net income (lo‘ss)'avallable to common stockholders .......... e PP $296 § (88) $(803)
Weighted average shares—basic ... 439 - 378 330
Earnings (loss) per share from continuing operations ...:...............oooiv. .. $0.66  $(0.34) $(247)
Earnings. per share from discontinued operations ...................cooioiiianai., 0.01 0.11 0.03
“Earnings (loss) per-share—basic ... $0.67  $(0.23) $(2.44)
Earnings (Loss) Per Common Share—Diluted: _
Income (loss) from continuing OPerations ..............oovvviiereisieieeeaeniiiin, $291  $(128) $(814)
After-tax savings on the assumed conversion of LYONs ..., 10 — —
Income'(losé) from continuing operations available to common stockholders ..... 301 (128) (814)
Income from discontinued OPerations ........... ... S 40 11
Net income (loss) available to common stockholders ............................. $306 $ (88) $(803)
Weighted average shares—basic ..............ocoiiiiriiiiiiiiiainin.., ... 439 378 330
Potential dilutive securities: :
Assumed exercise of stock options ..o 8 — —
Assumed vesting of restricted stock units ...l 2 C— —
Assumed exercise Of Warrants ...........c.ooiiiiiiiiiiiiiiiinie i 6 — —
Assumed conversion of LYONs ... 21 — —
Weighted average shares—diluted .......... ... ... - 476 378 330
Earnings (loss) per share from continuing operations ...............c.ooieeni... $0.63  $(0.34) $(0.34)
Earnings per share from discontinued operations ...................ccoivieienn.. 0.01 0.11 0.11
Earnings (loss) per share—diluted ... 30.64 3(0.23) $(0.23)
Sgcurities excluded from the computation of diluted earnings (loss) per
common share
P EITT 25 43 45
Restricted Stock UnitsS(1) o .vu vt e — 4 —
Series B preferred stock(2) ............ e AU — — 38
.................................................................. s 60 10 12
Common shares issuable upon conversion of LYONs » ‘
Settled in common shares(3) ................................................... — 136 93
Settled in cash(4) ... B PPy = 20 —
............................................ 3 213 188

II-71

(1) These securities have been excluded from the diluted earnings (loss) per common share calculation either
because the respective exercise prices are greater than the average market value of the underlylng stock
or their inclusion would have been antidilutive.
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11. Earnings (Loss) Per Share of Common Stéck (Continued)

(2) | As a result of the conversion of the Series B-convertible participating preferred stock during fiscal 2002,
the conversion price was decreased from $26.71 per share to $11.31 per share. When applying the
“if-converted” method in fiscal 2002 the shares are assumed to have been converted from October 1,
2001 through the date of conversion. L
(3) For the year ended September 30, 2003, the securities hsted represent the average number of shares
issuable by the Company if it were required to purchase LYONs outstandmg as of September 30, 2003
on the initial October 31, 2004 put date and if the Company elected to sat1sfy the put obligation in shares
_of common stock. Such securities were excluded from the diluted loss per common share calculation as
i their inclusion would have been antidilutive. , _ ,
A (4) These securities have been excluded from the diluted earnings (loss) per common share calculation due to
‘ ' the assumption that this portion of the debt would have been settled in cash. :

12. Income Taxes
: A reconciliation of the Company’ s income tax (benefit) provmon on contlnulng operatlons at the federal
statutory rate to 'the income tax {benefit) provision at the effective tax rate is as fo]]ows

: Year ended September 30,
2004 2003 2002

(Dolllars in millions)

Income tax prov1510n (beneﬁt) comiputed at the federal statutory rate of 35% ... $ 85 $(15) $(141)
State and local income taxes, net of federal income tax effect .................... 9 2 (12)
Tax differentials on foreign €armings .............ooviieiiiiii it (1) 23 62
Purchased in process research and development and other acquisition ‘ : ' ‘
related COSIS .. ..vvvrieeineeeeiiiias e e N €)'
Non-dednctiblerestructuringcosts.........‘......‘.............................:.. 22 17+ 11
LYONS redemption ... .ot e e — 6 —
Audit settlements .............. PR S e (102)  (45) (7
Sale Of INVEStMENTS ...\ .\ooveerniiies e e — 6 —
Non-deductible meals and entertainment and employee benefit’ costs TR ‘ 1 21
© Other differnCes—NEet .. ... .vuouiii it e 2 . 1 . 2
~ Valuation AOWANCE ..ottt ©(65) T 98 364
(Beneﬁt) prov151on for income taxes .............o..oiiiiiiin) U FOTT L $(49) 584 $273

. In the second quarter of fiscal 2004, the Company recognized an $89 mllhon tax beneﬁt comprlsed ofa .
$102 million tax benefit resultlng from the resolution of federal income tax audit matters for the years 1990 .
through 1998 offset by $13 million due to certain state tax matters and other adjustments that arose prior to
the Company’s separation from Lucent. The $89 million benefit consisted of a $37 million net cash refund
and the reversal of certain tax liabilities. The Company received the $37 million net cash refund from Lucent
in accordance with the terms of a Tax Sharing Agreement that the Company and Lucent entered into in
connection with the Distribution. The Tax Sharing Agreement governs Lucent’s and the Company’s respective
rlghts responsibilities aid obligations after the distribution with respect to taxes for the periods ending on or
before the distribution. Generally, pre-distribution taxes or benefits that are clearly attributable to the business
of ‘one party will be borne solely by that party, and other pre-distribution taxes or benefits will be shared
by the parties based on a formula set forth in the Tax Sharing Agreement. The Company may be subject to
addmonal taxes or beneﬁts pursuant to the Tax Sharing Agreement related to future settlements of audits by
taxing authormes for the periods prior to the Company’s separation from Lucent.

i-72




AVAYA.INC, AND. SUBSIDIARIES
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12. Income Taxes (Continued)

The Company’s post-spin tax years may be subject to audit by U.S: federal tax authorities. Any
adjustments relating to the current audit of. the pre-spin tax years 1999 and 2000 will be shared by Lucent
and the Company pursuant to the Tax Sharing Agreement. .

The followmg table presents the U.S. and foreign components of income (loss) from continuing
operations before income taxes and the provision (benefit) for income taxes on continuing operations:

Year ended September 30,

2004

' 2003

2002

INCOME (LOSS) BEFORE INCOME TAXES:

(Dollars in millions)

US. oo [T R OO RR T TR $170  $ (7)  $(312)
Foreign’ e 72 I CY))
Income (loss) before income taxes .............ooiiiiiiii C$242 . $(44)  $(404)
(BENEFIT) PROVISION FOR INCOME TAXES:

CURRENT _ .
Federal....;................: ....................................................... $095) $— $ —
State and 10CAL ... ..oviiii i e e e 8 3 —
Foreign .............. F et e e e e 25 13 16
SUBLOLAL v oo $(62)  $16 $ 16
DEFERRED

Federal ............... e e ‘512 $ 49 $210
State and 10al ... . .oeee i e 1 22 48
Foreign ......... DU ORISR — 3) (1)
Subtotal ............. e e e e e e e e e e e $ 13 $68  §257
(Beneﬁt) provision for income taxes ................. U T $(49) '$84  $273

The components of deferred tax assets and llabllmes on continuing operauons as of September 30, 2004

and 2003 are as follows:

September 30,

2004

2003

(Dollars in millions)

DEFERRED INCOME TAX ASSETS

Benefit obligations .............. e PRSI L 8601 $ 506
Accrued liabilities ...........oioeiiin... el [T T 22y 346
Net operating loss/credit carryforwards .. ... ... s 464 436
OMher ......ooviiiiiiiiiiiieee FOTCTUII L 30 59
" Gross deferred tax assets ........................ BT . $1,318 $1,347
DEFERRED INCOME TAX LIABILITIES: - ‘
Property, plant and equipment .........................oooeuinin... $ $ @
Oher . ..vvevieeiiiiie e e (38), (53)
Gross deferred tax liabilities ..... e e ‘ $ @5 '$ (94)
Valuation allowance ....................... e S -$ (846) $ (814)
NET DEFERRED TAX ASSET ........cciiiiiiiiiiiaann. $ 427 $ 439

w Y
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‘ . _‘AVAYA INC. AND SUBSIDIARIES
NOTES TC CONSOLIDATED FINANCIAL STATEMENTS (Continued)

12. Income Taxes (Continued)

" As of September 30, 2004, the ‘Company had primarily federal and state tax credit carryforwards of
$37 million and federal, state and: local and foreign -net-operating loss carryforwards (after-tax) of $427
’ million. The wvarious tax credit carryforwards of $29 million and $8 million expire within five years, and in
excess of ten years, respectively. Federal and state net operating loss carryforwards expire through the year
/ - 2024, the majority of which expire in excessof sixteen years. The majority. of foreign net operating loss
- carryforwards have no_expiration. ,

i During fiscal 2004 the Company recorded an increase of $32 million to its net deferred tax asset valuation
allowance. The increase in the valuation allowance is comprised of a $65 million reduction in accumulated
other comprehensive loss associated with the minimum pension liability recorded in accordance with SFAS
No. 87, “Employers’ Accounting for Pensions,” (“SFAS 877), a $7 million reduction in goodwill related to the
acqu1smon of Expanets which represents future deductible expenses and a $25 million adjustment related to the
exercise of stock options which served to decrease taxable i income for the year. The increase in the valuation
al]owance was offset by a $65 million benefit included in the tax provision as a result of havmg positive book

taxable income for the year 1nclud1ng certain other tax adjustments. . ~-

Durmg fiscal 2003, the Company recorded an increase of $202 million to its net deferred tax asset
valuat1on allowance The increase in the valuation allowance was comprised of an $83 million provision for
income taxes to reflect the difference between the actual and-expected tax gain associated with the LYONs
Exchange Offer a $93 million reduction in accumulated other comprehensive loss assoeiated with the
minimum pehsion liability recorded in accordance with SFAS No. 87, “Employers’ Accounting for Pensions,
(“SFAS 877): and a $3 million adjustment related to the exercise of stock options which served to decrease
taxable income for the year. ‘In addition, the valuation allowance balance increased by $32 million as a result
of the reversal of certaln deferred tax liabilities related to pre-spin federal income tax audits. The increase in
the valuatlon allowance was partially offset by a $9 million benefit included in the tax provision as a result
of havmg positive book taxable income for the year including certain other tax adjustments.

~ The valuation allowances recorded in fiscal 2004 and 2003 were calculated in accordance with the
provisions of SFAS No. 109, “Accounting for Income Taxes,” which requires both positive and negative
evidence to be considered in determining whether the realization of deferred tax assets is more likely than
not. SFAS 109 places more emphasis on historical information such as the Company’s cumulative operating
results and its current year taxable income than it places on estimates of future taxable income.

’9

In assessing the realizability of deferred tax assets, the Company considers whether it is more likely
than not that;some portion or all of the deferred tax assets will not be realized. The Company considers its
- historical operating results, the scheduled reversal of deferred tax liabilities, prOJected future taxable income,
and certain distinct tax planning strategies in making this assessment The amount of net deferred tax assets
determined to be realizable was measured by calculatmg the tax effect of the tax planmng strategies, which
mclude poternitial sale of assets and liabilities. As of September 30, 2004 the Company determined that it is
more likely than not that $427 million of such assets will be realized, and the remainder is not. more likely
than not to be realized based on the assessment described above. Accordingly, a valuation allowance of
$846 millions has been recorded against the deferred tax assets. Based on the fiscal 2003 assessment, the
Company had determined that it was more likely than not that $439 million of such assets were to be realized,
" therefore resulting in a valuation allowance of $814 million. If the analysis of the historical and prospective
factors required by FAS 109 is sufficient to support an assessment that realization of the deferred tax assets is
more likely than not, or if changes occur in the assumptions underlying the'Company’s tax planning strategies
or in the scheduling of the reversal of the Company’s deferred tax liabilities, the valuation allowance may
need to be adjusted in the future. »
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

12. Income Taxes (Continued)

The Company has not provided for U.S. deferred income taxes or foreign withholding taxes on $748 million
" and $675 million of undistributed earnings of its non-U.S. subsidiaries as of September 30, 2004 and 2003,
respectively, since the Company intends to. reinvest these earnings mdeﬁmtely

13. Beneﬁt Obligations

Pension and Postretirement Benefits .

The Company sponsors non- contrtbutory defined benefit pension plans covering the majority of its
U.S. employees and retirees, and postretirement benefit plans for U.S. retirees that include healthcare benefits
and life insurance coverage. Certain non-U.S. operations have various retirement benefit programs covering
substantially all of their employees. Some of these programs are considered to be defined benefit pension
plans for accounting purposes.

U.S. Plans

The Company’s general funding policy with respect to qualified pension plans is to contribute amounts at
least sufficient to satisfy the minimum amount required by applicable law and regulations. In fiscal 2004 and
2003, contributions to pension plans totaled $118 million and $155 million, respectively. The contributions
in fiscal 2004 consisted of payments totaling $7 million for certain pension benefits that are not pre-funded
and a voluntary contribution of $111 million, in the form of shares of common stock of the Company, to
fund the pension obligation for' sa]aned employees. In fiscal 2004, the Company was not required to make a
contribution to satisfy the minimum statutory funding requirements. The contributions in fiscal 2003 consisted
of payments totaling $8 million for certain- pension benefits that are not pre-funded, $42 million to satisfy

. minimum statutory funding requirements, and a voluntary contribution of $105 million to fund the pension
obligation for salaried employees. In fiscal 2005, the Company estimates it will make payments totaling
$7 million for certain pension benefits that.are not pre-funded. The Company will not be requ1red to make
a contribution in fiscal 2005 to satisfy minimum statutory funding requirements.

_ Certain post-retirement health benefits the Company provides for management retirees are not pre-funded.
Consequently, the Company makes payments as these retiree medical benefits are disbursed. In fiscal 2004 and
2003; these payments totaled $20 million and $21 million, respectively, net of reimbursements received from
employee contributions. In fiscal 2005, the Company estimates it will make payments totaling $20 million for
these retiree medical benefits.

On September 30, 2004, the Company s annual measurement date, the accumulated benefit obligation
related to the Company’s pension plans exceeded the fair value of the pension plan assets (such excess is
referred to as an unfunded accumulated benefit obligation). This difference reflects an increase in the
accumulated benefit obligation that resulted from a decrease (from 6.0% to 5.75%) in the interest rate used
to discount the projected benefit obligation to its present settlement amount. The unfunded accumulated
benefit obligation exceeded the Company’s accrued pension liability by $958 million, an increase of
$180 million from September 30, 2003. As a result, in accordance with SFAS 87, the Company recorded
an adjustment to increase the additional minimum pension liability from $778 million at September 30, 2003
to $958 million at September 30, 2004. This resulted in a $189 million increase to accumulated other
comprehensive loss and a $9 million decrease to intangible assets as of September 30, 2004. In addition there
was a $24 million decrease to accumulated other comprehensive loss associated with the sale of Cohnectivity.

In conjunction with the recognition of the additional minimum pension liability, the Company also recorded
in fiscal 2004 a deferred tax asset of $79 million. for which a full valuation allowance was established. This
increased the deferred tax asset related to the minimum pension liability from $281 million at September 30,
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AVAYA INC. AND SUBSIDIARIES ‘
NOTES TO CONSOLIDATED FINANCIAL STATEMENT S (Continued)

13. | Benefit|Obligations (Continued) ‘
2003, to $360 million at September 30, 2004 Accordingly, both the deferred tax asset and related valuatlon
allowance were recorded through accumulated other comprehensive loss..

' A reconciliation of the changes in the benefit obligations and fair value of assets of the defined
benefit pension and postretirement plans, the funded status of the plans and the amounts recognized in

e the Consolldated Balance Sheet is provided in the table below::
Pension Benefits Postretirement Benefits
" September 30, ° " September 30,
2004 2003 2004 2003

" (Dollars in millions)

CHANGE IN BENEFIT OBLIGATION

Benefit obligation as of October 1 ...................c.c.. $2,926 $2,614 $ 686 $ 543
Sale of Connectivity Solutlons R 31 — 14 —
Service COSt w....vv et PR 4 16 48 4 5
Interest COSt L. . U 170 - 165 - 41 36
Amendments..................; ....... [T — (60 — 86
Actuarial 10ss ... ... T e S 125 347 23 56°
Special termination benefits .......... PP - 5 0 — —
Beneﬁtspald......‘................‘ ............ PR (245) (193) "(45) __(40)
Beneﬁt obligation as of September 30 .............. e o 83023 $2.926 ~$ 723 $ 686
CHANGE IN PLAN ASSETS : : S C _
Fair value of plan assets as of October 1 ................. $2,126 $1,826 $ 145 $134
Sale of Connectivity Solutions .................. SR 25 = -3 —
Actual.retum (loss) on plan assets ..... e 145 - 338 a - 20 30
Employer contributions .............. SRR , 118 155 20 21,
- Benefits Pald cov o (245) (193) . (45) _ (40
Fair value of plan assets as of September 30 ........ s 082169 0 $2,126 . $.143 $ 145
UNFUNDED STATUS OF THE PLAN .................. 5 (854) S (800) ‘$(580) $(541)
Unrecognized prior service cost .......... JOP - 22 29 68 78
Unrecognized NEL 10SS ......ouiiveiiiiiiiiiiieiaen. 940 753 165 _ 148~
Net amount recognized ........ U % 108 $ (18)  $(347) $(315)

AMOUNT RECOGNIZED IN THE CONSOLIDATED
BALANCE SHEETS CONSISTS OF:

Accrued benefit liability ................cc..ooiiiiii, $(850) $(796)  $(347) $(315)
Intangible asSet ...........ieevrieeiiniiiiiiin.n. e : 43 52 — —
Acéumulated other comprehensive loss ......... PETRUT 915 - 726 L — . —
Net amount recognized ................. e e $ 108 . :-%.(18) . $347 $(315)

. In fiscal 2004, the adjustments associated with the sale of Connectivity reflected in the above table,
are{the result of "a retirement window program offered to retirement eligible represented employees of
Connectmty Solutions prior to consummating the transfer of these employees to CommScope. This had the
effect of reducing the number of employees who transferred to-CommScope, and increasing the number of
retirees of Avaya. The impact was a reduction’ in the September 30, 2003 estimate of the beneﬁt obhgatlons
and plan assets to be transferred to CommScope ' - ‘ '

t
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 AVAYA INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

13. Benefit Obligations (Continued)

In fiscal 2003, the pension benefit obligation decreased by $60 million as a result of amendments
to the management pension plan for the curtailment of benefit accruals, amendments for the new collective
bargaining agreements, and amendments for the lump sum distribution for retirees. The projected
postretirement benefit obligation increased by $86 million as a result of the amendment to the Company s
postretirement plan for the collective bargaining agreements.

The accumulated benefit obligation for all U.S: defined benefit pension plans was $3,019 million and
$2,922 million at September 30, 2004 and 2003, respectively. The following table provides information for
pension plans with an accumulated benefit obligation in excess of plan assets:

September 30,

2004 2003
e _ . ) (Dollars in millions)
Projected Benefit Obligation ................... RIS [T e $3,023 $2,926
Accumulated Benefit Obligation ........... P 3,019 2,922
Fair Value of Plan ASSELS ... .....eiveeueetmnntittaieaaiiiein e, DT 2,169 2,126

Estimated future benefits expected to be paid in each of the next five fiscal years, and in aggregate for
the five fiscal years thereafter, is presented below: :

Pension Other
Benefits Benefits

. L _ . (Dollars in millions)

2005 e S $ 178 $ 50
2006 e : 183 53
2007 o JUUTTESRR R 188 52
2008 .ot PR BT 192 52
2000 i SO 196 52
2010-2014 ..o e . 1,017 256

The components of net perlodlc benefit (credit) cost for the ﬁscal years ended September 30, 2004, 2003
and 2002 are provided in the table below: " :

Pension Benefits Postretirement Benefits
Year ended Year ended
September 30, September 30,

2004 2003 2002 2004 2003 2002

(Dollars in millions)

COMPONENTS OF NET PERIODIC BENEFIT
(CREDIT) COST '

Service COSt ..o.vveiiiean. s U $ 16 $ 48 § 50 $ 4 $ S $ 5
Tnterest COSt ... .t 170 165 163 41 36 34
Expected return on plan assets ...................... (217)  (201)  (204) (15) (16) (17)
Amortization of unrecognized prior service cost .... 7 3 2 10 2 —_
Recognized net actuarial loss (gain) ................ - 15 — ¢8) 5 2 (D
Amortization of transition asset ................... L — 1) 7. — — —
Curtailment (gain) loss ....... B U — (1) (0 — (15) —
Special termination benefits ......................L. — 5 1 — - =
Net periodic benefit (credit) cost .................... $ ©® $ U2 $ 3 $ 45 $14 %21
177
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

13. : Benefit Obligations (Continued)

'In fiscal 2003, the net pension credit of-$12 million included a $31 million curtailment gain from
freezing. management pension benefit accruals;-.and a $5 million charge for special termination benefits -offered
to represented employees-as a result of the new collective bargaining agreements. -Also, the net postretirement-
benefit expense of ‘$14 million included a $15 mllhon curtailment galn from freezmg management retiree
health care benefit accruals. . : e o :

. In fiscal 2002, the net.pension cost of $3 million included a $1 mllllon curtailment gain, and a spec1al
termination benefit charge of $1 million related to business restructuring efforts. . .

The welghted average assumptions used to determine the benefit obhgatlons and net periodic benefit cost
for the pension and postretirement plans are provided in the table below:

Pension Benefits Postretirement Benefits

‘ 12004 . 2003 2002 2004 2003 2002

Weighted-average assumptions used to determine = ‘ '

benefit obligations at September 30 C Co ‘
DISCOUNE TALE . ....eeeereetaeeenateianaens, v, 575% 6.00% 650% 5.75%° 6.00%  6.50%
Raté of compensation increase ............00...0.0c 4.00% - 400% 4.00% - 4.00%° 4.00%  4.00%
Weighted -average assumptions used to determine : I ‘ S S

net periodic benefit cost for years ended

September. 30 . S
Discount rate ........c..oeriieiieniiii i 6.00% 6.50% 7.00% 6.00% 650% 7.00%
Expected return on plan assets ........... e 9.00% 9.00% 9.00% . 9.00% 9.00% . 9.00%
Rate of compensatlon increase ........... e " 4.00% 4.00% 4.00% 4.00% 400%  4.00%

.-/ The assumptions in the above table were reassessed as of September 30, 2004. The discount rate used
to determmetthe benefit obligation was reduced from 6.0% to 5.75% based on current -yields on high quality ~
corporate fixed-income investments with maturities corresponding to the expected duration of the benefit
obligations. The Company also conducted an expected long-term rate of return study on the pension and
postretirement plan assets. This study consisted of forecasting the forward-looking return, risk and correlation
for all asset classes. The forecasted inflation rate, productivity growth rate, dividend payout ratio, and risk
premium are examples of the inputs used to develop the forward-looking return assumptions, which are
reviewed periodically. Based on these periodic reviews, the Company may adjust the expected rates of
return to be apphed in future periods. ‘

" The assumed health care cost trend rates for postretirement benefit plans were as follows:

September 30,
2004 ' 2003
Health care cost trend rate assumed for NeXt YEar .................iv.ooeeeeeen.... 10.3% 10.3%
Rate to which the cost trend rate is assumed to decline (ultrmate trend rate) ..... 5.0% 5.0%

Year that the rate reaches the ultimate trend Tate .......... 0 ceoeeeeerseerennnn., 2011 2009

| Postretirement healthcare trend rates ‘have a modest effect on the amounts reported for the postretirement
health care plan A one-percentage-point increase in the Company’s healthcare cost trend rates would have
increased the postretirement benefit obligation by $1 million. Conversely, a one- percentage pomt decrease
would have decreased the postretirement benefit obligation by $1 million. A one-percentage- pomt change in
the Company’ s healthcare cost trend rates would have had a minimal effect on the total of the serv1ce and
1nterest cost 1c0mponents of net per1odrc benefit costs.

[N
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13. Benefit Obligations (Continued)

The weighted-average asset allocation of the pension and postretirement plans by asset category and
target allocation is as follows:

+

" Pension Benefits® @ - : Postretirement Benefits

September 30, September 30,
. . ) " Long-term Long-term
Asset Category 2004 2003 Target : 2004 2003 Target
. Equity Securities(1).........oooeiieennnn... 63%  66% 55% 68% 1% 70%
Debt Securities ....................cooo 29%  28% 30% 32% 29% 30%
Other(2) ............... N 8% _6% ‘_1_5% _ 0% _ 0% 0%
Total.. ..o [T PP 100% 100% - 100%  100%  100% 100%

(1) At September 30, 2004, equity securities in the pension plan included $77 million of Avaya common
stock. :

(2) Other includes cash/cash equ1valents hedge funds and 11m1ted partnersh1ps of various types.

The Company’s asset investment strategy focuses on maintaining a diversified portfolio designed to
optimize returns subject to a prudent level of risk. The Company completes an asset-liability study every two
to three years (or more frequently, if necessary) for the pension plans,-and on an as necessary basis for the
postretirement plans, to determine the optimal asset mix to meet future benefit obligations. T he most recent
pension asset-liability study was completed in fiscal 2004.

The Company uses derivative financial instruments including futures, options and swaps in support of
its investment strategy, principally to limit or minimize exposure to certain risks, and to increase investment
returns. The use of derivative financial instruments for speculative purposes is prohibited by the Company’s
investment policy. '

Non-U.S. Plans

The non-U.S. retirement plans that are accounted for as defined benefit pension plans were not material
to total operations. The projected benefit obligation for these plans-totaled $30 million and $31 million at )
September 30, 2004 and 2003, respectively. The fair value of plan assets was"$18 million and $20 million at
September 30, 2004 and. 2003, respectively. The. accrued benefit cost recognized. in the consolidated balance
sheet was $7 million and $6 million at September 30, 2004.and 2003, respectively.

The projected benefit obligation was determined using a weighted-average discount rate of 5.22% and
5.31% at September 30, 2004 and 2003, respectively, and a Werghted average rate of compensation increase
of 3.40% and 3.29% at September 30; 2004 and 2003; respectrvely

Estimated future, beneﬁts expected to be pard total $2 million in ﬁscal 2005 less than $1 million for
each fiscal year 2006 through 2009, and $5 million for fiscal years 2010 through 2014 combmed

In fiscal 2005, the Company estimates employer contributions to these plans will total $3 mrlhon
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_ AVAYA INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED F_INANCIAL STATEMENTS (Continued)

'

13. | , Benefit Oblngauons (Continued)

Disc‘ontinued: Operations

‘The tables below detail the pension and postretirement benefit balances included in discontinued '
operations on. the. Consolidated Balance Sheets as-of September 2003 and the weighted average assumptions
used as of September 30, 2004 and 2003: :

L . ' f"“ o ' September 30, 2003
o . g ‘ C . (Dellars in millions)

ASSETS

Intangible assets..................... U TP ORI ST $11
rTota;l‘other assets of discontinued Operations ...........i.....ooiiiii, N $11

LIABILITIES
Benefit obligation ...................... B TSP UPI e 8§38
Accumulated other comprehensive loss .. ... Seeede e P e ' (24

Total other liabilities of discontinued OPETALIONS . . vt ete et $ l4

Sgptemlber 30,
r 2004 2003

PENSION AND POSTRETIREMENT BENEFITS WEIGHTED '

AVERAGE ASSUMPTIONS . , T B : . :

+ DISCOUNE TALE. ... ..uveeieieceieineeenenn e ........ o 575% . - 6.00%
Expected return on plan assets ... ... ieeeseerrniiiiennn SR e 9.00% 9.00%
Rate of compensatlon increase ........... e T P . 400% . 400%

~ Savings Plans

~ The majority of the Company’s employees are ehglble to participate in savings plans sponsored by the
Company The plans allow employees to contribute a portion of their compensation on a pre-tax and after-tax
basis in accordance with specified guidelines. Avaya matches a percentage of employee contributions up to
certain hrmts The Company s expense related to these savmgs plans was $40 million, $31 million and -
' $24‘ million in fiscal 2004, 2003 ‘and 2002, respectlvely ‘

" Effective January 1, 2004, the Company enhanced its savmgs plans for management employees that
1ncreased the value of the Company’s contrlbutlon towards the plans. ;

14.. Stock Compensation Plans o

The Company has a stock compensation plan, Wthh prov1des for the issuance to ellglble employees
of nonquallﬁed stock options and restricted stock units representing Avaya common stock. In addition, the
Company has a stock purchase plan under which’eligible employees have the abrllty to purchase shares of
Avaya common stock at 85% of market Value

' Smek Options _

_ | Stock options are generally granted with an exercise price equal to or above the market value of a
share of common stock on the date of grant, have a term of 10 years or less and vest within four years

~from the date of grant. As of September 30, 2004, there were 28 million stock options authorized for grant
to purchase Avaya common stock under the Company’s stock compensation plan: At the 2004 Annual Meeting
of Shareholders, the Avaya Inc. 2004 Long Term Incentive Plan (the “Plan”) was approved. The Plan became
the successor plan to, and no further grants will be made from, the Company’s four previous existing plans:

111-80
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

14. Stock Compensétion Plans (Continued)

the 2000 Long Term Incentive Plan, the 2000 Stock Compensation Plan for Non-employee Directors, the
Broad Based Stock Option Plan, and the Long Term Incentive Plan for Management Employees (the “Existing
Plans”). The consolidation of the Existing Plans into the Plan resulted in an aggregate reduction in the number
of shares eligible for awards under the existing plarrs

In connection with certain of the Company’s acqursmons outstanding stock options held by employees of
acquired companies became exercisable for Avaya’s common stock, according to their terms, effective at the
acquisition date. For acquisitions accounted for as purchases the fair value of these options was mcluded as
part of the purchase price. ,

The following table summarizes information concemrng options outstanding mcludmg the related ]
transactions for the fiscal years ended September 30 2004, 2003 and 2002:

Shares Weighted Average

(000’5)(1) = - _ Exercise Price
"~ OPTIONS OUTSTANDING AS OF SEPTEMBER 30, 2001...... U . 148,323 $19.83
U GTANIEA L e e e, 10,391 ' 6.53
Exercised............c.on S T < (153) 3.84
Forfeited and Explred (2) ................... P e 0 (13,733) - 24.23
OPTIONS OUTSTANDING AS OF SEPTEMBER 30, 2002....... [T .. 44,828 ‘ 15.46
Granted ............ U 14,076 3.26
Exercised. . oo vviiiii i e (1,087) - 5.24
Forfeited and Expired .......... e Lol P - (6,115) - . 14.67
OPTIONS OUTSTANDING AS OF SEPTEMBER 30, 2003 ............. 51,702 - 12.44
GIamted . ...t 10,230 ‘ 13.72
BXerciSed. . ..ot e (9,206) . 8.43
Forfeited and Expired. ... (4,186) - 13.89

OPTIONS OUTSTANDING AS OF SEPTEMBER 30 2004. TR 48,540 1 $13.35

(1) Amouits include stock opt1ons outstandmg related to Connectrvrty Solutrons employees of 2 million and
2 million as of September 30, 2003 and 2002, respectively.

(2) Primarily represents normal option expiration and forfeitures attributed to employee departures resulting
from the Company’s business restructuring initiatives. ‘

The weighted average. fair value of the Company’s stock options granted during the fiscal years ended
September 30, 2004,.2003 and 2002, calculated using the Black-Scholes option- prrcmg model, was $6.80,
$1.80 and $3.14 per share, respectively.
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AVAYA INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

14, Stock Conipensation Plans (Continued)

The folIoWing table summarizes the status of the Company’s stock options as of September 30, 2004:

Stock Options Outstaliding Stock Options Exercisable
‘ Average Weighted " Weighted
Remaining - Average B Average
e e - B Shares _ Contractual Exercise Shares Exercise
Range of Exercise Prices ; (000°s) Life (Years) Price T (000%) - Price
$0.01 10 $6.925......oocee . 13,340 498 5410 6,642 $ 4.56
$6.93 to $13§.91' ..... PP ) 10,434 5.95 12.61 2,189 11.36
$13.92 to $15.19...... PEE o 15,202 o 5.95 $14.80 14,415 14.82
$15.20 to $21.09......... 3,084 599 18.23_ ‘ © 1,557 ) . 20.27
$21.10t0 $51.20. .. ) 6,480 - 420 ©27.85 6,478 27.85° ‘
Total..oceeese oo 48,540 : $13.35 31,281 $$15.37

At vseptember_30, 2003, there were 26.7 million exercisable outstanding stock options with a weighted
average exercise price of $16.62. At September 30, 2002, there were 18.1 million exercisable outstanding . -~
stock options with a weighted average exercise price of $19.94. . C

The Company also has awarded stock option grants to Non-employee Directors. Stock options were
granted to Non-employee: Directors in order to attract and retain qualified individuals to serve as members of
the Board of Directors. The options granted were priced at the fair market value on the date of grant. These
options generally became exercisable six months from the date of grant and expire after ten years. No options
have been granted to Non-employee Directors since December 2002. As of September 30, 2004, theére were
approximately 774 thousand stock options outstanding, with a weighted average exercise price of $10.48,
issued to Non-employee Directors.

Restricted S tock Units

The Company’s stock compensation plan permits the granting of restricted stock units to eligible

" eémployees and Non-employee Directors at fair market value at the date of grant and typically become fully
vested over a three-year period. Restricted stock units are payable in shares of the Company’s common stock
upon vesting. The Company records compensation expense for the amortization of restricted stock units issued
to employees, utilizing the intrinsic-value method, which would result in the same amount of compensation
expense that would be recognized as if the Company had applied the fair value recognition provisions of

SFAS 123. p‘ompensation‘expense recorded under APB 25 related to restricted stock units was $15 million,
$31 millioniand $24 million for the fiscal years ended September 30, 2004, 2003, and 2002, respectively, of
which $1 million was recorded as business restructuring charges in fiscal 2002. . -

The following table presents the total number of shares of common stock represented by restricted stock
units granted to Company émployees: ' '

Year ended September 30,

L . ‘ 2004 2003 2002
Restricted stock units granted (in thousands) R TR RERRPRRPEREE 582 6,247 - 526
Weighted average market value of shares granted during the period... $13.91 $ 3.29 $7.11
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14. Stock Compensation Plans (Continued)

As of September 30, 2004, there were approximately 2.2 million restricted stock units not vested that
are outstanding.

In connection with the amounts recorded as a business restructuring charge for the vesting of restricted
stock units, the Company issued 93,000 common shares to employees who departed the business in
fiscal 2002. - '

Employee Stock Purchase Plan

Under the terms of the Company’s employee stock purchase plan, eligible employees may have up to
10% of eligible compensation deducted from their pay to purchase Avaya common stock. The Avaya Inc.
Employee Stock Purchase Plan (“2000 ESPP”) was terminated on March 1, 2003 and replaced with the
Avaya Inc. 2003 Employee Stock Purchase Plan (“2003 ESPP”) which has terms virtually identical to the
2000 ESPP. The 2003 ESPP was approved by the Company’s stockholders in February 2003, became effective
January 1, 2003, and expires on March 1, 2006. All purchases of the-Company’s common stock made after
December 31, 2002 were made under the 2003 ESPP. ‘

Under the 2003 and 2000 ESPPs, the per share purchase price is 85% of the average high and low per
share trading price of Avaya’s common stock on the New York Stock Exchange (“NYSE”) on the last trading
day of each month. During the fiscal years ended September 30, 2004, 2003 and 2002, 1.1 million, 3.9 million
and 3.8 million shares were purchased under the 2003 and 2000 ESPPs at a weighted average price of $12.03,
$2.48 and $4.85, respectively. ‘

15. Operating Segments

The Company reports its operations in three segments—ECG, SMBS, and Services. The ECG segment
develops, markets and sells communications products and applications primarily to large enterprises and includes
IP telephony systems, traditional voice communications systems, multi-media contact center infrastructure
and applications in support of customer relationship management, unified communications applications, and
appliances, such as telephone sets. The SMBS segment develops, markets and sells communications products
and applications, including IP telephony systems, traditional voice communications systems, unified
communication and contact center applications, and appliances, such as telephone sets, for smali and medium-
sized businesses. The Services segment develops, markets and sells a comprehensive portfolio of global services
that enable customers to plan, design, build and manage their communications networks.

The segments are managed as three individual businesses and, as a result, include certain allocated
costs and expehses of shared services, such as information technology, human resources, legal and finance.
Costs remaining in the other unallocated category represent expenses that are not identified with the
operating segments and include costs incurred to maintain vacant real estate facilities and the under or over
estimated portions of expenses not charged to the segments, as these expenses are allocated on a fixed basis.
Intersegment sales approximate fair market value and are not significant. In October 2004, the Company
announced its intention to realign its operating segments to better reflect the way it intends to manage
its business after the acquisition of Tenovis is complete. Beginning in the first quarter of fiscal 2005,
the Company will manage its business based on two operating segments—Products and Applications,
and Services.

The Company has outsourced all of its manufacturing operations related to ECG and SMBS segments
to a number of contract manufacturers. All manufacturing of the Company’s products is performed in
accordance with detailed specifications and product design furnished by the Company and is subject to quality
control standards.
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AVAYA INC. AND SUBSIDIARIES :
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

"15. Operating Segments (Continued)

Reportable Segments :

Summarized financial information relating to the Company’s reportable segments is shown in the
following table: . ‘

/ - i . ‘ Reportable Segments Corporaté
. . Business
Restructuring
Small and ~ (Charges)
. Enterprise Medium - Avaya Reversals Other
~ Communications Business Global  and Related.  Unallocated Total
' Group Solutions Services (Expenses), Net Amounts Consolidated
' ' (Dollars in millions) o

2004 T : .
REVEMUE ...ttt $1,780 $264 $2,021 © $ — $ 4 $4,069
Operating income.................... | 20 249 1 2 323
Capital expenditures (1) .............. 6 1 "6 — 68 81
Depreciation and amortization (1) e 84 5 52 —= 6 147
Assets: - : : : S

Inventory............. SO e 80 - 17 142 — = 239

GoodWill ... ‘ 152 - 35 70 — — 257

Corporate aSsets (2)................ — — — — © 3,663 3,663
Total assets . .io.oovieviiiinees e $ 232 $52 § 212 $ — $3,663 $4,159

- 2003 ' . . o

Revenue ..o, . $1.644 $236 $1,916 $ — $ — $3,796
Operating income (loss) ........ e ‘ (121) 1 163 5 - .15 63
Capital expenditures (1) .............. 5 — 4 —_ 43 57
Depreciation and amortization (1) . ... 96 6 64 — . ~ 5 171
Assets: : i ;

Inventory............coovivnii 120 © 26 118 — = 264

Goodwill ... 118 <28 — — — 146

Corporate assets (2)................ — —_— — — 3,245 3,245
Total assets (3) ................... P $. 238 $54 § 118 $ — - $3,245 $3.655
2002 : R ' :
Revenue ..... e SRR $1,962 - $243 - $2,179 $ — % 3 $4,387
Operating income (loss) (4)........... ' (259) (22) 244 (209) (108) (354)
Capital expenditures (1) .............. 6 — 5 —_ 93 104
Depreciation and amortization (1) .... 112 11 67 — 6 19
Assets: o ; : ‘ o o

Inventory. ..........coiveeevneai. 201 28" 1o — = 339

Goodwill.......oooviiiei, .18 26 — — — 144

Corporate assets (2)................ — — — — 3,029 - 3,029
Total assets (3) ...... UTTTTRI . 8319 C §$54 $ 110 0§ —  $3029 33512




AVAYA INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

'15. Operating Segments (Continued)

(1) Management does not allocate to the segments certain capital expenditures that are not directly managed
by or identified with the reportable segments and, as such, has reported these amounts in the other
unallocated category. However, the associated depreciation and amortization expense has been allocated
to each segment since these amounts are included in each segment’s results for purposes of evaluating
performance.

(2) Corporate assets consist primarily of cash and cash equivalents, deferred income taxes, and property,
plant and equipment. Corporate assets are included in the other unallocated category since they are
managed at a corporate level and are not identified with the segments.

{(3) Total assets exclude $402 million and $385 million as of fiscal 2003 and 2002, respectively, for other
current assets of discontinued operations and other assets of discontinued operations.

(4) Included in other unallocated amounts is a $71 million goodwill and intangibles impairment charge
recorded in fiscal 2002 comprised of $47 million attributed to SMBS and $24 million related to ECG.
These amounts have not been allocated to the segments because the charges were recorded at a corporate
level and management views segment results independent of these charges.

Geographic Information
Financial information relating to thé Company’s revenue by geographic area was as follows:

External Revenue(1) Long-Lived Assets(2)
Year ended September 30, September 30,
2004 2003 . 2002 . 2004 2003
(Dollars in millions)
US. $3,083 $2,905 $3,310 $461 $550
Non-U.S. .oovniieiiii 986 891 1,077 48 54

Total...... T : $4,069 83,796 - $4,387 $509 $604

(1) Revenue is attributed to geographic areas based on the location of customers.

(2) Represents property, plant and equipment, net.

16. Related Party Transactions

As of September 30, 2004, the Warburg Entities hold approximately 35 million shares of Avaya common
stock, which represents approximately 7.7% of the Company’s outstanding common stock, and warrants to
purchase approximately 14 million additional shares of Avaya common stock. In October 2003, the Warburg
Entities disposed of 25 million shares of the Company’s common stock. -

In connection with their agreement to participate in the LYONs Exchange Offer,-the Company granted
the Warburg Entities the right to designate one individual for election to Avaya’s board of directors for so
long as they hold a specified number of shares of the Company’s common stock. In accordance with these
provisions, in January 2003, Joseph P. Landy, Co-President of Warburg Pincus LLC, was appointed to the
Company’s board of directors. <
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AVAYA INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

17. Commitments and Contingencies

Legal Proceedings

From time to time, the Company is involved in legal proceedings arising in the ordinary course of
business. Othet than as described below, the Company believes there is no litigation pending against the
Company that could have, 1nd1v1dually or in the aggregate, a matenal adverse effect on the Company’s
financial posmon results of operations or cash flows.

Year 2000 Actions L

Three separate purported class action lawsults are pendmg against Lucent, Avaya’s former parent, one in
state court in West Virginia, one in federal court in the Southern District of New York and another in federal
court in the Southern District of California. The case in New York was filed in January 1999 and, after being
dismissed, was refiled in September 2000. The case in West Virginia was filed in April 1999 and the case in
California was filed in June 1999, and amended in 2000 to include Avaya as a defendant. The Company has
assumed Lucent’s obligations for all of these cases under the Contribution and Distribution Agreement, as
described above in “Item 1, Business—Contribution and Distribution Agreement Between Lucent and Our
Company.” All three actions are based upon claims that Lucent sold products that were not Year 2000
compliant, meaning that the products were designed and developed without considering the possible impact
of the change in the calendar from December 31, 1999 to January 1, 2000. The complaints allege that the sale
of these products violated statutory consumer protect10n laws and constituted breaches of implied warranties.

A class 'was certified in the West Vlrgmla state court matter The certified class in the West Virginia
matter includes those persons or entities that purchased leased or financed the products in question. In
addition, theicourt also certified as-a subclass all ¢lass members who had service protection plans or other
service or extended warranty contracts with Lucent in effect as of April 1, 1998, as to which Lucent failed to
offer a free Year 2000-compliant solution. The federal court in the New York action has issued a decision and
order denying class certification, dismissing all but certain fraud claims by one representative plaintiff. No
class claims iremain in this case at this time. The federal court in the California action also issued an opinion
and order granting class certification. The class includes any entities that purchased or leased certain products
on or after January 1, 1990, excludmg those entities who did not have a New Jersey choice of law provision
in their contracts and those who did not purchase equipment directly from defendants. The federal court in
the California action issued an order staying the action pending the outcome of the West Virginia matter.

In May:2004, the Company entered into a settlement agreement with the plaintiffs in all of the above-
described actions. Under the general terms of the agreement, eligible class members who acquired certain
products between 1990 and 1999 may receive credits up to $110 million or a cash alternative. The credits

are valid for;a three-year period and can be” apphed toward a 45 percent discount on purchases of new Avaya
products and/or a 30 percent discount on Avaya maintenance services. Alternatively, eligible class members
may receive a-one-time cash payment equal to 25 percent of the credits to which they may be entitled. The
state court in West Virginia approved the settlement in July:2004 and issued an order of final approval of the
settlement. The claims process commenced in August 2004 and the time period for filing claims expired in
October 2004. The Company is now in the process of analyzing the claims to determine the credits and/or
payments for which class members may be eligible. .

Pursuant to the terms of the Contribution and Distribution Agreement, Lucent is responsible for 50%
of the costs related to these matters in excess of $50 million, including attorneys’ fees. The Company has’
notified Lucent that costs incurred in these matters, including costs expended since these matters commenced
in 1999, have exceeded the $50 million threshold. Accordingly, Lucent will be responsible for a portion of
the cost of the settlement. Based on existing reserves for these matters, the Company does not believe the
settlement will have a material adverse effect on its financial position, results of operations or cash flows.
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17. Commitments and Contingencies (Continued)

Lucent Securities Litigation .

In November 2000, three purported class actions were filed against Lucent in the Federal District
Court for the District of New Jersey .alleging violations of the federal securities laws as a result of the facts
disclosed in Lucent’s announcement on November 21, 2000 that it had identified a revenue recognition issue
affecting its financial results for the fourth quarter of fiscal 2000. The ‘actions purport to be filed on behalf
of purchasers of Lucent common stock during the period from October 10, 2000 (the date Lucent originally
reported these financial results) through November 21, 2000.

The above actions have been consolidated with other purported class actions ﬁled against Lucent on
behalf of its stockholders in January 2000 and are pending in the Federal District Court for the District of
New Jersey. The consolidated cases were initially filed on behalf of stockholders of Lucent who bought
Lucent common stock between October 26, 1999 and January 6, 2000, but the consolidated complaint was
amended to include purported class members who purchased Lucent-common stock up to December 20, 2000.
A class has not yet been certified in the consolidated actions. The plaintiffs in all these stockholder class
actions seek compensatory damages plus interest and attorneys’ fees.

In March 2003, Lucent announced that it had entered into a $420 million settlement of all pending
shareholder and related litigation. Certain cases which are the subject of the settlement are shared contingent
* liabilities under the Contribution and Distribution Agreement and accordingly, Avaya is responsible for 10%
of the liabilities attributable to those cases, including 10% of the legal costs associated with the portion of the
litigation for which the Company shares liability. In the second quarter of fiscal 2003, the Company recorded
a charge of $25 million representing an estimate of its liability in this matter. The Company reached
agreement with Lucent to pay $24 million in shares of Avaya common stock in full satisfaction of its
obligations under the settlement. The terms of the settlement were approved by the Federal District Court
for the District of New Jersey in December 2003. The Company paid the $24 million portion of the
settlement in common stock in September 2004.

Commissions Arbitration Demand

In July 2002, Communications Development Corporation, or CDC, a British Virgin Islands corporation,
made formal demand for arbitration for alleged unpaid commissions in an amount in excess of $10 million,
stemming from the sale of products from Avaya’s businesses that were formerly owned by Lucent involving
the Ministry of Russian Railways. In April 2003; CDC initiated the arbitration before the American Arbitration
Association. The plaintiff alleges that as a result of agreements entered into between the plaintiff and Avaya,
it is owed commissions on sales by Avaya to the Mini‘stry of Russian Railways on a continuing basis. The
Company believes that the agreements relating to the plaintiff’s claim have expired or do not apply to the
products in’ question. As the sales of products continue, CDC may likely increase its commission demand.

The parties have selected arbitrators in this matter. A hearing date has not yet been set.

Lucent Consumer Products Class Actions

In several class action cases (the first of which was filed on June 24, 1996), plaintiffs claim that
AT&T and Lucent engaged in fraud and deceit in continuing to lease residential telephones to consumers
without adequate notice that the consumers would pay well in excess of the purchase price of a telephone
by continuing to lease. The cases were removed and consolidated in federal court in Alabama, and were
subsequently remanded to their respective state courts (Illinois, Alabama, New Jersey, New York and
California). In July 2001, the Illinois state court certified a nationwide class of plaintiffs. The case in Illinois
was scheduled for trial on August 5, 2002. Prior to commencement of trial, however, the parties agreed to
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AVAYA INC, AND SUBSIDIARIES .
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

17. Commitments and Contingencies (Continued) : R '

a settlement of the claims on a class-wide basis. The settlement was approved by the court on November 4,
2002. Claims from Class members were required to be filed on or about January 15, 2003.

Any liability incurred by Lucent in connection with these class action cases will be considered an
exclusive Lucent liability under the Contribution and Distribution Agreement between Lucent dand Avaya
and, as a result, Avaya is responsible for 10% of any such liability in excess of $50 million. The Company
recently agreed with Lucent to pay approximately $6 million in satisfaction of its liability in this matter,
although Lucent has notified the Company that it may be responsible for some additional costs that may be .
incurred in connection with the conclusion of the claims administration. Based on dtscusswns with Lucent,
Avaya does not expect those additional costs to be material.

Patent Infnngement Claim

. AudioFAX IP, LLC has filed an action against the Company in the U.s. D1str1ct Court for the Northem
District of Georgia alleging that Avaya has infringed five of its patents relating to facsimile products in
violation of federal patent laws. The parties have agreed to settle this matter on terms which are not material
to Avaya’s ﬁnanc1a1 position, results of operatlons or cash flows.

Variable Workforce Gnevances

The Communications Workers of America and the International Brotherhood of Electrical Workers,
unions representing the Company s technicians, have filed grievances regarding an interpretation of the
variable workforce agreements (“Agreements ) entered into between the Company and the unions in
June 2003. The unions allege that Avaya has violated the agreements by activating some, but not all,
variable workforce employees (approximately 850 in total) for duty from August 2003, and not paying such -
employees for the minimum amount of weeks to which they claim entitlement under their interpretation of the
Agreements. The Company has denied the grievances relating to these cases and arbitration proceedings have
been scheduled. At this time, the Company cannot determine whether these dlsputes will have a material
adverse effect on its financial position, results of operations or cash ﬂows

Envirenmental, Health and Safety Matters

The Company is subject to a wide range of govemmental requirements relating to employee safety and
health and to the handling and emission into the environment of various substances used in its operations.
The Company is subject to certain provisions of environmental laws, particularly in theé United States,
governing the cleanup of soil and groundwater contamination. Such provisions impose liability for the costs
of mvesttgatlng and remediating releases of hazardous materials at currently or formerly owned or operated
sites. In certain circumstances, this liability may also include the cost of cleaning up historical contamination,
whether or not caused by the Company. The Company is currently conducting investigation and/or cleanup of
known contamination at seven of its current or former facilities either voluntarily or pursuant to government
directives. None of the sites is reasonably likely to generate environmental costs that will be individually
material nor will environmental costs for all sites in the aggregate be material. There are no known third
parties who may be responsible for investigation and/or cleanup at these sites and therefore, for purposes of
assessing the adequacy of financial reserves for these liabilities, the Company has not assumed that it will
recover amounts from any third party, 1ncludmg under any 1nsurance coverage or mdemmﬁcatlon arrangement.
Although the Company does not separately track recurring costs of managing hazardous substances and
pollutants in ongoing operations, it does not believe them to be material.

Itis often difficult to estimate the future impact of environmental matters, including potential hab1ht1es
The Company has established financial reserves to cover environmental liabilities where they are probable and
reasonably iestimable. Reserves for estimated losses from environmental matters are undiscounted and consist
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17. Commitiments and Contingencies (Continued)

primarily of estimated remediation and monitoring costs and are, depending on the site, based primarily upon
internal or third-party environmental studies and the extent of contamination and the type of required cleanup.
The Company is not aware of, and has not included in reserves-any prov1s1on for, any unasserted
environmental claims. : .

The reliability and precision of estimates of the Company’s environmental costs may be affected by
a variety of factors, including whether the remediation treatment will be effective, contamination sources
have been accurately identified and assumptions regarding the movement of contaminants are accurate. In
‘ addition, estimates of environmental costs may be affected by changes in law and regulation, including the
willingness of regulatory authorities to conclude that remediation and/or monitoring performed by the
Company is adequate ’

The Company assesses the adequacy of env1r0nmenta1 reserves on a quarterly basis. The Company does
not expect the outcome of these matters to have a material impact on its financial position. Expenditures for
environmental matters for each of fiscal 2004 and 2003 were not material to the Company’s financial position,
results of operations or cash flows. Payment for the environmental costs covered by the reserves may be made
over a 30-year period. ' '

Product Warranties

The Company recognizes a liability for the estimated costs that may be incurred to remedy certain
deficiencies of quality or performance of the Company’s products. These product warranties extend over a
specified period of time generally ranging up to one year from the date of sale depending upon the product
subject to the warranty. The Company accrues a provision for estimated future warranty costs based upon
the historical relationship of warranty claims to sales. The Company periodically reviews the adequacy of its
product warranties and adjusts, if necessary, the warranty percentage and accrued warranty reserve, which is
1ncluded in other current liabilities in the Consolidated Balance Sheets, for actual -experience.

Dollars in millions

Balance as of September 30, 2003...................o R $30
Reductions for payments and costs to satisfy claims.....................0oc ' 5D
Accruals for warranties issued during the period .............. ... Cereen . : 51
Changes to accruals relating to preexisting warranties .......................... e , . @)
Balance as of September 30, 2004.................... PP $23

The decrease in the accrued balance for product warranty is primarily attributable to more efficient
handling of ‘warranty claims, as well as the overall shift in the Company’s product offerings.

Guarantees of Indebtedness and Other Off-Balance Sheet Arrangements

Letters of Credit

The Company has entered into uncommitted credit fac111t1es that vary in term totalmg $141 million for
the purpose of securing third party financial guarantees such as letters of credit which ensure the Company’s
performance or payment to third parties. As of September 30, 2004, the Company had outstanding an
aggregate of $83 million in irrevocable letters of credit and similar third party ﬁnanmal guarantees, of which
$10 million are collateralized. :

Surety Bonds

The Company arranges for the issuance of various types of surety bonds such as hcense permit, bid and
performance bonds, which are agreements under which the surety company guarantees that the Company will
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17. Commitments and Contingencies (Continued)

* perform in accordance with contractual -or legal obligations. These bonds vary in duration although most are

issued and outstandmg from six months to three years. If the Company fails to perform under its obligations,
the maximum potential payment under these surety bonds is $21 million-as of September 30, 2004.
Historically, no surety bonds have been drawn upon and there is no future expectation to do so.

Purchase Commrtments and Termmatlon Fees

The Company purchases components from a variety of supphers and uses several. contract manufacturers
to provide manufacturing services for its products. During the.normal course of busrness in order to manage
manufacturing lead times and [to help assure adequate component supply, the Company enters into agreements
with contract manufacturers and suppliers that allows them to produce and procure inventory based upon
forecasted requirements provided by the Company. If the Company does not meet these spec1ﬁed purchase
commitments, it could be required to purchase thé inventory, or in the case of certain ‘agreements, pay ‘an
early termlnatlon fee. As of September 30, 2004, the maximum potent1a1 payment under these commitments
was approxnnately $132 million. Hlstorrcally, the Company has not been requ1red to pay a charge for not
meeting its desrgnated purchase commitments with these suppliers.

Product Fi mancmg Arrangements

The Company sells products to varrous resellers that may obtain financing from certain unafﬁhated third
party lendrng 1nst1tut10ns

. The Company has a product ﬁnancmg arrangement with one U.S. reseller Avaya is obhgated under
certain circumstances to repurchase inventory previously sold to this reseller in the event the lending
institution, which financed the transaction, repossesses the reseller’s inventory of the Company’s products
The Company s obllgatlon to repurchase inventory from the lending institution terminates 180 days from ... :
the date of invoicing by the Company to the reseller. The repurchase amount is equal to the price originally
paid to the Company by ‘the lending institution for the inventory. This reseller has financed $59 million of
inventory purchases under this arrangement as of September 30, 2004, which is the maximum exposure to the
Company urder this arrangement. There have not been any repurchases made by Avaya since the Company
entered into Ithis agreement in March 2001. The Company has estimated the fair value of this guarantee
as of September 30,2004, and has determined that it is not significant. There can be no assurance that
the Company will not be obligated to repurchase inventory under this arrangement in the future.

For the !Company’s product financing arrangement with resellers outside the U.S., in the event participating
resellers default on their payment obligations to the lending institution, the Company is obligated under certain
circumstances to guarantee repayment to the lending institution. The repayment amount fluctuates with. the
level of product finiancing activity. The guarantee repayment amount reported to the Company from the
lending institution was approximately $4 million as of September 30, 2004. The Company reviews and sets
the maximum credit limit for each reseller participating in this financing arrangement. There have not been any
guarantee repayments by Avaya since the Company entered in this arrangement in October 2000. The Company
has estimated the fair value of this guarantee as of September 30, 2004, and has determined that it is not
significant. There can be no assurance that the Company will not be obligated to repurchase 1nventory under
this arrangement in the future

Performance Guarantee ‘ ,

In connection with the sale of Connectivity Solutions and the sale of a portion of the Expanets business,
the Company has assigned its rights and obligations under several real estate leases to the acquiring companies
(the “assignees”). The remaining terms of these leases vary from one year to nine years. While the Company is
no longer the pnrnary obligor under these leases, the lessor has not completely released the Company from its
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17. Commitments and Contingencies (Continued) ) o

obligation, and holds it secondarily liable in the event that the assignees default on these leases. The maximum
potential future payments the Company could. be required to make, if all of the assignees were to default as of

September 30, 2004, would be approximately $24 million. The Company has assessed the probability of default
by the assignees and has determined it to be remote.

Credit Facility Indemnification

In connection with its obligations under the amended Credit Facility described in Note 8 “Long-Term
Debt,” the Company has agreed to indemnify the third party lending institutions for costs incurred by the
institutions related to changes in tax law or other legal requirements. While there have been no amounts paid
to the lenders pursuant to this indemnity in the past, there can be no assurance that the Company will not be
obligated to indemnify the lenders under this arrangement in the future. ;

Transactions with Lucent

In connection with the Company s spin-off from Lucent in September 2000 the Company and Lucent
executed and delivered the Contribution and Distribution Agreement and certain related agreements.

Pursuant to the Contribution and Distribution Agreement, Lucent contributed to the Company
substantially all of the assets, liabilities and operations associated with its enterprise networking businesses
{(“Company’s Businesses™). The Contribution and Distribution Agreement, among other things, provides
that, in general, the Company will indemnify Lucent for all liabilities including certain pre-distribution tax
obligations of Lucent relating to the Company’s Businesses and all contingent liabilities primarily relating
to the Company’s Businesses or otherwise assigned to the Company. In addition, the Contribution and
Distribution Agreement provides that certain contingent liabilities not allocated to one of the parties will
be shared by Lucent and the Company in prescribed percentages. The Contribution and Distribution
Agreement also provides that each party will share specified portions of contingent liabilities based upon
agreed percentages related to the business of the other party that exceed $50 million. See Legal Proceedings
above for a discussion of the Company’s obligations under the settlement of certain litigation constituting
shared contingent liabilities under the Contribution and Distribution Agreement. The Company is unable to
determine the maximum potential amount of other future payments, if any, that it could be required to make
under this agreement. : ;

In addition, if the separation from Lucent fails to qualify as a tax-free distribution under Section 355 of
‘the Internal Revenue Code because of an acquisition of the Company’s stock or assets, or some other actions
of the Company, then the Company will be solely liable for any resulting corporate taxes. See Note 12
“Income Taxes” for additional discussion of taxes related to transactions with Lucent.

Leases

The Company leases land, buildings and equipment under agreements that expire in various years
through 2021. Rental expense under operating leases, excluding any lease termination costs incurred related to
the Company’s restructuring initiatives, was' $130 million, $167 million and $192 million for the years ended
September 30, 2004, 2003, and 2002, respectively. Future minimum lease payments, net of sublease income,
due under non-cancelable operating leases are $97 million, $79 million, $64 million, $53 million, $41 million
and $183 million for fiscal 2003, 2006, 2007, 2008, 2009 and thereafter, respectively, of which $41 million of
such payments have been accrued for in accordance with generally accepted accountmg prmc1p1es pertaining
to restructuring and exit activities.
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18. Quambrﬂy Information (Unaudited)
Fiscal Year Quarters

. First, Second Third Fourth Total

] (Dollars in millions, except
" per share and stock price amoums)

e

' Year Ended September 30, 2004 S .
/ Revenue............... PP © 8 971 1006 © S1016  S1076  $4,069
Gross margitt. ........ooievnn. e ' 448 471 488 538 - 1,945
Operating income . ... .. O e el 52 60 92 . 119 323
Provision for (benefit. from) income taxes .. ... F " 7 81). 9 16 (49)
Income from continuing operatlons e e 30 103 58 100 291
(Loss) income from d1scontmued operat1ons. AP e . Q0 2 3 = ©S
Netineome. ............ ool L. s 100 s 12§ 6l $ 1000 $ 296
Earnings (loss) per share—Basic: b ‘ : ‘ S
Earnings per share from continuing operations ............. $ 0.07 $ 024 $ 013 $ 022 $ 0.66
(Loss) earnings per share from dlscontlnued operations .. ... (0.05 - - 0.05 0.01L — 0.01
Earnings per share...... Ceheo o DR e i $ 0.02 $ 0.29 $014 $022- $ 067
Earnings (loss) per share—Diluted: - " SR , :
Earnings per share from continuing operations ............. % 0.07 $ 0.22 $ 0.12 $ 021 $ 0.63
(Loss) earnings per share from discontinued operations ... .. (0.05) ~0.05 0.0L —. 001
Earnings per share ............ S e $0020 §027 $ 013 $021 $ 0.64
-Stock price(1): . . - . L o ‘
High......... e e R Chaeees e $14.35 . $19.00 $17.60 $15.67 $19.00
LOW ottt et PP L © %1052 81215 $13.40 $11.95 $10.52
Year Ended Septemlber 30 2003 . . - ‘ : ‘
Revenue................... T B . $ 946 $ 950 $ 929 $ 9M $3,796
Gross margini................. S el . 396 418 T 404 421 1,639
Operating income (loss) . ....... R e 24) 13 4 70 63
Business restructuring charges (reversals) and - - - . - - ’
related expenses, net(2)................. s e 4 . 14y - 7 2 &)
Provision for (benefit from) income taxes : .8 6) 4 L1 84
(Loss) income from continuing operations y - (125) - (55) 3) 55 (128)
Income from discontinued operations .......... . e 4 14 1 11 40
Net (J0SS) INCOME ...« vvvverne s, [ $ (121 $ 4D $ 8 $ 66 $ (8%)
~Earnings (loss) per share—Basic: o ‘ . : ‘ '
Earnings (loss) per share from continuing operatxons ........ - $(0.34) $(0.15) $(0.01) $ 0.14 $(0.34)
Earnings per sharé from discontinued operatlons ............. . _ 001 - 004 0.03 0.03 0.11
Earnings (loss) per Share ........... J T . o 8(033) $(0.11) $ 0.02 $ 0.17 $(0.23)
" Earnings (loss) per share—Diluted: : )
Earnings (loss) per share from continuing operations........ $(0.34) $0.15)  $(0.01) $0.13 $(0.34)
Eamings per share from discontinued operations. . . . . JERTTR - 0.01 0.04 0.03 0.02 0.11
Earnings‘(lo'és) per share ......... e e ‘ $(033) $@©.11) %002 $ 0.15 $(0.23)
Stock price(1): S , o - :
High.......... e P S ©$370  $309 $806  $11.23°  $11.23

Low....... TOUTY F PP L0 %1250 8193 $204  $615 $§125

(1) Shows the ihtréday high and low sales price per share (_)f the Corﬁpany’s common _s:tock és reportéd on
the NYSE for the periods indicated.

(2) These charges represent costs associated with the Company’s restructuring plan to improve profitability
and business performance as a stand-alone company.
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C CORPORATE INFORMATION

Avaya Shares

The shares of Avaya Inc. Common Stock_are listed on the New York Stock Exchange with the symbol
AV. As of December 13 2004, there were approximately 934,642 registered holders of the Company’s
Common Stock and on that date the closmg price of a share of Avaya Common Stock was $16.10.

Transfer Agent and Reglstrar

Please direct commumcanons regarding individual stock records and address changes to The Bank
of New York at: Avaya Shareholder Services, P.O. Box 11033, New York, New York 10286-1033. You
-can call The Bank of New York at the following numbers: (866) 22-AVAYA (toll free within the U.S.),
(610) 382-9395 (international); and (800) 711-7072 (TDD/T TY hne) Altematrvely, you can send an email
to: avshareholders @bankofnewyork.com.

" Investor Relations

Securities analysts and investors should contact Investor Relatrons by writing to the Company’s
headquarters or by calling 908-953-7504. .

Independent Auditors

PrlcewaterhouseCoopers LLP 400 Campus Drlve Florham Park, New Jersey 07932 tel: (973) 236- 4000. "

Corporate Governance. .

Avaya maintains a corporate websne at www.avaya.com, and shareholders can find additional mformauon

~ about the Company through the Investor Relatlons website, located at http: //mvestors avaya.com. Visitors to
the Investor Relations websrte can view and print copres of the Company’s SEC ﬁlmgs including Forms 10-K,
10-Q and 8-K, as soon ‘as reasonably practicable after those filings are made with the SEC. Copies of the
charters for each of the Audit Committee, the Compensation Committee, the Finance Committee, the
Governance Committee, and the Strategy Committee, Avaya’s Corporate Governance Guidelines and Avaya’s
Code of Conduct, are available at Avaya’s corporate governance website, located at http://investors.avaya.com/
‘governance. Alternatively, shareholders may obtain, without charge, copies of all of these documents by
writing to Investor Relations at the Company’s headquarters. Please note that the information contained on
Avaya’s websites is not incorporated by reference in, or considered to be a part of, this document.

Contacting the Board

Any shareholder who desires to contact Avaya ] Lead Director or the other members of the Board of
Directors may do so electronically by sending an email to the following address: bdofdirectors @avaya.com.
Alternatively, a sharehclder can contact the Lead Director or thé other members of the Board by writing to:
Board of Directors, Avaya Inc., 211 Mt. Airy Road, Room 3C429, Basking Ridge, N.J. 07920.
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D. LEADERSHIP INFORMATION

Board of Directors
Donald K. Peterson ......... Avaya Chanman and Chief Executive Officer; Director of The Reynolds and
o Reynolds Cornpany, Trustee of the Teachers Insurance and Annurty Association
Bruce R.Bond .............. Former Chairman and Chief Executive Officer of PictureTel Corporatron
Joseph P. Landy ............ Managmg Member and Co-President of Warburg Pincus LLC
Mark Leslie ............... Managmg Director of Leslie Ventures Director of Network Applrance Inc.
Philip A. Odeen ............ .. Non-Executive: Chairman and Interim Chief Executive Ofﬁcer of The
Reynolds and Reynolds Company;: Director of AES Corporatron Convergys ‘
Corporation, and Northrop Grumman :
Hellene S. Runtagh ......... Director of Covad Communications Group Inc. and meoln Electrrc s
Holdings, Inc.
Daniel C. Stanzione ......... President Emeritus of Bell Laboratorres Drrector of Quest D1agnost1cs
Incorporated and Intemap Network Services Corporation
Paula Stern ................. Chairwoman of The Stern Group, Inc.; Director of Avon Products, Inc ‘
f Hasbro In¢. and The" Neiman Marcus Group, Inc. i
Anthony P. Terracciano ..... Director of IKON Office Solutions and Riggs National Corporationb
. Richard F. Wallman ......... Director of Ariba, Inc., Expresslet Airlines, Inc., Hayes Lemmerz
‘ o " International, Inc and Lear Corporatron .
Ronald L. Zarrella e " Chairman and Chief Executive Officer of Bausch & Lomb Incorporated '

Executive Officers as Reported in Awak Annual Report on Form 10-K

Donztld K. Peterson ......... Chairman and Chief Executive Officer

Pamela F. Craven ........... Senior Vice President General Counsel and Secretary o

Louis J. D’ Ambrosio ....... Group Vice President, Global Sales, Channels and Marketlng

Marynnne DiMarzo ......... ' Senior Vice President, Human Resources

David P. Johnson -........... Senior Vrce Pres1dent Europe, Middle East and Africa

Thomas A. Lesica ........... Group Vrce Presrdent Global Information Technology and Busmess
. ‘ Operatlons ’

Garry K. McGuire .......... Chief Financial Officer and Senior Vrce Presrdent Corporate Development

Amarnath K. Pai ............ Vice President and Corporate Controller

Francis M. Scricco ....... ... Group Vice President, Avaya Global Services

Michael C. Thurk ........ Group Vice President, Enterprise Communications Group
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ENTERPRISE
COMMUNICATIONS GROUP:

Focused on large enterprises with
multiple locations, this segment includes
IP telephony systems; communications
applications and appliances; and full-
lifecycle services, including security and
network management.

Having IP telephony is like
having “infinitely long wires,”
with new possibilities in
mobility and productivity - at
headquarters, at home,

or on the road.

SMALL AND MEDIUM
BUSINESS SOLUTIONS:

This segment focuses on the unique
needs of smaller enterprises and incor-
porates a range of products and services
that enable them to benefit quickly from
advanced communications, such as IP
telephony and wireless.

With a contact center powered
by Avaya IP Office, a small,
entrepreneurial company is

able to challenge larger rivals
in a large market.

SERVICES:

Avaya Global Services and its more than
9,000 professionals support voice and
converged systems and applications
throughout all phases of the network
lifecycle: planning, design, implementa-
tion and management.

The benchmark in today's
networking services starts

with assessing an enterprise’s
business and architecture, and
what it needs to succeed.

COMPETITIVE ADVYANTAGES

Avaya is leading the way in redefining business communications. We're embedding communications applications “at
the heart” of our customers’ business processes, yielding capabilities designed to make their people more effective,
their business processes more intelligent, and their customers more satisfied. |P telephony is critical to this era of busi-
ness communications, and Avaya is a leader in P telephony markets around the world. Our expertise and experience
in voice communications enable us to offer customers multiple migration paths as they adopt IP telephony — they can
choose the pace and path that make the most business and financial sense to them. And the full portfolio of P tele-
phony support services we provide makes this evolution a seamless transition for our customers.

DISTRIBUTION CHANNELS
We service our customers through our direct-sales force and our indirect-sales channel, a global network of distributors,
dealers, value-added resellers, and systems integrators.
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